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1. INTRODUCTION 


This is the first in a series of semi-annual reports by the Bank of Canada Reports on monetarj 
on Canadian monetary policy. policy will appear ever 

The report reflects the framework used by the Bank in its conduct of six months, in Me 
policy. This framework includes: Gi) a clear policy objective, Gi) a Novembe1 


medium-term perspective (given the long lags for the full impact of mon- 
etary policy actions on the economy) and (iii) a recognition that monetary 
policy works through both interest rates and the exchange rate. 
The ultimate objective of Canadian monetary policy is to promote 
good overall economic performance. Monetary policy can contribute to 
this goal by preserving confidence in the value of money through price 
stability. In other words, price stability is a means to an end, not an end 
in itself. The benefits of stable prices — or the costs that inflation imposes 
on Canadians — are discussed in detail in an appendix to this report. 
Since 1991, the Bank has been committed to specific inflation-control 
targets along a path to price stability, and this commitment has begun to 
bear fruit. 
The decline of underlying inflation to rates between 1 1/2 and 2 per The goalo 
cent during the last three years has been a key factor behind Canada’s policy is to promot 
improved economic performance. The task ahead for monetary policy is economi 


to encourage sustained expansion at levels of activity that do not exceed through { 
the capacity of the economy to produce goods and services. 
This means that as the remaining slack in the economy is absorbed, 
the Bank must ensure that monetary conditions G.e., the combined influ- 
ence of interest rates and the exchange rate on aggregate demand) are 
sufficiently tight to guard against a re-emergence of inflationary pressures. 
If spending levels were allowed to expand beyond the economy’s produc- 
tion capabilities, inflationary pressures would mount, and the prospects 
for steady and sustained expansion would be cut short. 


2. INFLATION-CONTROL [TARGETS 


In February 1991 the government and the Bank of Canada set out a path [he 

for inflation reduction. The goal was to gradually reduce inflation (as te 

measured by the consumer price index or CPI) to the midpoint of a band inflation-contt 
of 1 to 3 per cent by the end of 1995. In December 1993, the government 

and the Bank agreed to extend the targets to the end of 1998 with the 

objective of continuing to hold inflation inside the band of 1 to 3 per 

cent, with a midpoint of 2 per cent. It was also agreed that a decision will The inflation 
be made by 1998 on a target range for the CPI that would be consistent target for ye 
with price stability. is 1 


This report includes information received to 21 April 1995. 


The targets make Bank 
actions clearer and 
the institution more 


accountable. 


The targets relate to 


CPI inflation... 


.. but the Bank concen- 


trates on the core CPI. 


Judgments about what 
policy actions are needed 
to achieve the targets 
require regular 


reconsideration. 
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The inflation-control targets provide information on the specific objec- 
tives to which the monetary policy actions of the Bank of Canada will be 
directed over the medium term. This information should make the Bank’s 
actions more readily understandable to the general public and to financial 
market participants. As well, the targets provide a better basis for judging the 
performance of the Bank of Canada, thereby improving its accountability. 

The consumer price index is the basis for the targets. As the principal 
measure of the prices of goods and services purchased by consumers, it is 
the most relevant estimate of inflation for most Canadians. The CPI also 
has a number of practical advantages: it is available monthly, it is of high 
quality, it is published without long delays, and it is, for all practical pur- 
poses, never revised. 

Although the targets are specified in terms of the total CPI, the Bank 
of Canada uses as a core measure the CPI excluding food, energy and the 
effects of indirect taxes. This is because there is a good deal of movement 
in the overall CPI caused by short-lived fluctuations in the prices of food 
and energy as well as by changes in indirect taxes. However, over longer 
periods of time the two measures tend to move in a similar fashion. 
Hence, achieving the target inflation path for the core CPI should in most 
cases bring about a similar path for the total CPI. In the event of persist- 
ent differences in the trends of the two measures, the Bank would adjust 
its desired path for the core CPI so that the total CPI would come within 
the target band. 

Monetary policy actions work slowly, with the effects spread over one 
to two years. In meeting its inflation-control targets, the Bank of Canada 
must therefore conduct policy with a medium-term view to the future. 


3. RECENT DEVELOPMENTS IN INFLATION 


While the decision to focus monetary policy on price stability is funda- 
mental, and therefore long-term, judgments about what policy actions 
should be taken require regular reconsideration. These judgments include 
an assessment of the economic factors affecting inflation, especially the 
strength of aggregate demand relative to aggregate supply. However, two 
other points need to be stressed before these factors are examined. 

First, in analysing aggregate measures of inflation it is important to 
distinguish between movements in the general level of prices and move- 
ments in relative prices. Inflation exists when generalized increases in the 
prices of goods and services persist over time. Price stability means just 
the opposite — over time there should be no persistent increase in the 


average price paid for goods and services.! 


1. This leaves aside the issue of measurement biases in an index of inflation. The CPI, 
for example, is susceptible to biases caused by the fixed composition of the CPI basket, 
the exclusion of new goods from the current basket, the changing quality of products 
and shifts in market shares between retail outlets with differing price strategies. How- 
ever, estimates based on research at the Bank put the total bias of the CPI at something 
less than 0.5 per cent per year. See Allan Crawford, “Measurement biases in the Cana- 
dian CPI: A technical note,” Bank of Canada Review (summer 1993). 
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Thus, both inflation and price stability are identified in terms of what 
is happening to the general, or average, level of prices. This does not 
mean that prices of individual items will not change. In both situations — 
generalized inflation or price stability - some prices go up relative to other 
prices and some go down. It is these relative movements in individual 
prices that signal the need to move resources into or out of production.’ 

Second, given the numerous factors and the lags involved in the infla- 
tion process, it is important to analyse more than one indicator of price 
change. In addition to analysing movements of the CPI, attention should 
be given to aggregate measures of producer prices. Prices that Canadian 
consumers pay and prices that Canadian producers receive can differ 
because not all Canadian-produced goods are consumed in Canada, and 
many goods consumed in Canada are produced elsewhere. Exchange rate 
movements and changes in indirect taxes can also affect aggregate con- 
sumer and producer price measures differently. 


Inflation and the target band 


Inflation, as measured by the 12-month rate of increase in the core CPI, 
has been consistently in the lower part of the inflation-control band since 
early 1993. As of March 1995, core inflation was running at an annual rate 
of 2.1 per cent. The target band falls gradually from a range of 1 1/2 to 
3 1/2 per cent in mid-1994 to 1 to 3 per cent at the end of 1995 (Chart 1). 


Chart 1 
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° Inflation-control targets 


While core inflation was relatively steady over the past year or so, the 
total CPI jumped sharply in February 1995 to 1.8 per cent, from close to 
zero over the previous twelve months. The difference between core 


2. One of the benefits of a stable price environment discussed in the appendix is that 
relative price movements become more clearly identifiable because they do not become 
confused with a general increase in prices. 
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inflation and the total CPI in 1994 reflected the reduction of federal and 
provincial tobacco taxes early in the year. These tax cuts lowered the 
level of the total CPI by an estimated 1.3 per cent. The effect on the rate 
of inflation disappeared in February 1995. In addition, a partial reversal of 
these earlier cuts just prior to the February federal budget and higher 
gasoline taxes announced in the budget are estimated to have raised the 
level of the CPI by almost 0.2 per cent. 

Because of the one-time nature of these indirect tax effects, the Bank 
has not had to react in terms of its monetary policy operations. If there 
had been evidence that these changes had affected underlying, or core, 
inflation, the Bank would have considered it necessary to respond. 

For the balance of 1995, it appears that the year-over-year increase in 
the total CPI is likely to be somewhat higher than the core CPI because of 
higher food and energy prices. In March, the 12-month rate of increase in 
the total CPI was 2.2 per cent, compared with the core rate of inflation as 
noted above of 2.1 per cent. 

The CPI is the most important measure of inflation, but other broad 
measures of inflation also indicate that inflation has remained low. The 
rate of increase of the gross domestic product (GDP) deflator averaged 
0.3 per cent during 1994. The fixed-weight GDP deflator, which is another 
useful measure of underlying inflation, rose 1.5 per cent over the past 
year (Chart 2). 


Chart 2 
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Factors at work on inflation 


The most important factors affecting inflation in the last year have been 
the excess capacity in product markets and slack in the labour market. As 
well, inflation expectations have diminished in response to the significant 
progress made towards price stability. At the same time, certain categories 
of price movements have had a significant effect on aggregate consumer 
and producer price measures. The two most important factors placing 
upward pressure on aggregate inflation measures have been commodity 
price increases and the effects on prices of the past depreciation of the 
Canadian dollar. There have also been declines in individual prices that 
have exerted downward pressure on aggregate measures of inflation. 
These have been most notable in the retail sector (as a result of height- 
ened competition) and in computer prices. 


i) Aggregate demand and supply 


The Canadian economy was considerably more buoyant during 1994 than 
hadybeen expected at.the start, of the: year, expanding .by.5.6 pericent. 
Exports, particularly of manufactured goods, led the expansion, which 
was more broadly based than in the previous year, as increased capacity 
utilization led to more investment and strong employment gains. As well, 
higher commodity prices brought the resource sector back to pre- 
recession levels of activity. The associated increase in full-time jobs led to 
strong growth in consumption in the second half of the year, but in recent 
months the effects of higher interest rates have become apparent in 
reduced sales of homes and motor vehicles. 

With consumers spending less on big-ticket items, the pace of eco- 
nomic activity appears to have slowed in early 1995 compared with the 
second half of last year. However, indicators of exports, imports, invest- 
ment, and manufacturing shipments and orders point to continued solid 
expansion. Based on the available information, and factoring in the 
impact of the rail strike, it appears that total output expanded by around 
3 per cent in the first quarter. 

Despite stronger activity during the past year, the Bank estimates that 
the Canadian economy still had excess capacity going into 1995, amount- 
ing to an output gap of about 2 1/2 per cent in the fourth quarter of 
1994, down from 5 per cent a year earlier (Technical Box 1 and Chart 3). 


Inflation expectations 
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price stability. 
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ward pressure on 
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Technical Box 1 
Estimation of Potential Output 


The level of potential output is unobservable. Traditional estimates either 
(i) choose a base period in which the economy was believed to be oper- 
ating at capacity and assume that the level of potential output grew at a 
constant rate from then on, or Gi) assume a constant rate for the non- 
accelerating-inflation rate of unemployment (NAIRU) and convert the 
associated labour market gap into a measure of output. These measures 
provide useful benchmarks, but Canada’s economic history suggests that 
they tend to produce cumulative forecast errors of inflation. 

The Bank’s current approach to estimating potential output focusses 
on estimating the trends in the average product of labour and in the sup- 
ply of labour, and combining them to generate trend output. The 
approach begins with a technique used to measure trends called the 
Hodrick-Prescott filter. This filter is applied to the data, but the estimates 
of the trends are also adjusted based on certain labour market relation- 
ships. For example, rising inflation is associated with excess demand in 
labour markets, so the statistical procedure weights the data on employ- 
ment in a manner that increases the likelihood of having trend labour 
supply below actual employment during periods of rising inflation and 
above it during periods of declining inflation. Other elements of eco- 
nomic structure are incorporated into the filter process, including an 
equation for unemployment that estimates a NAIRU on structural varia- 
bles, a long-run relationship between real wages and the level of produc- 
tivity, and Okun’s law relating unemployment to output. 

The resulting estimates of potential output are affected at the margin 
by cycles in actual output. In effect, the approach attributes some varia- 
bility in the economy to supply-side disturbances and some to the 
demand side, unlike more traditional methods. As a result, estimates of 
the gap between actual and potential output for the recent period tend to 
be somewhat smaller than those using more traditional approaches. This 
method also produces a smaller output gap because it incorporates a 
judgment that the NAIRU has risen somewhat since 1990, mainly because 
of a substantial rise in payroll taxation. 

This estimate of the output gap, which incorporates a wide diversity 
of information, explains the path of inflation reasonably well. It is 
expected that the methodology will be refined as additional elements of 
economic structure are added to the filter process. 

To project forward estimates of potential output, Bank staff develop 
a projection of trend labour supply based on an analysis of population 
growth, labour force participation and structural effects on the NAIRU. 
Trend total factor productivity is projected, taking account of likely cycli- 
cal effects and an assumed gradual convergence of productivity levels 
between Canada and the United States. The capital stock is a function of 
projected investment. 

The Bank’s approach incorporates more information than other 
methods. Still, the uncertainty associated with these measures is large — at 
least plus or minus 2 percentage points — implying that considerable care 
must be taken in interpreting them for policy purposes. 
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Chart 3 
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ii) Exchange rate and commodity prices 


The effect of the depreciation of the Canadian dollar on prices is poten- 
tially large. With the import content of the CPI estimated at about 20 per 
cent, the decline in the Canadian dollar over the past three years has had 
a significant impact. This effect may have contributed as much as 1 per- 
centage point to the rise in the CPI during the past year. 

The clearest example of the exchange rate effect can be seen in 
motor vehicles. However, it appears that prices of a number of other 
imported, or import-competing, consumer goods have only partially 
reflected the effects of depreciation. In most of these cases, increased 
competition in the retail and manufacturing sectors has resulted in down- 
ward pressure on prices (Technical Box 2). 

World commodity prices (quoted in U.S. dollars) have risen sharply in 
the past year. For Canadians, who are both major producers and users of 
raw materials, these price increases have been felt in a number of differ- 
ent ways. 

The rise in commodity prices has been widespread across products 
(Chart 4). For Canadian producers the increases have been most pro- 
nounced in industrial materials. These prices, which had fallen to very 
low levels during 1991-92, rebounded sharply as the recovery in the 
world economy gathered momentum. Examples of large U.S. dollar price 
rises during 1994 include pulp (69 per cent), newsprint (19 per cent), and 
base metals like nickel (60 per cent), copper (67 per cent) and aluminum 
(70 per cent). The rise in the Canadian dollar prices received by Canadian 
commodity producers has been magnified by the depreciation of the 
Canadian dollar and has been reflected in the marked 9 per cent rise over 
the past year in the aggregate industrial product price index (Chart 5) as 
well as in the sharp rise in aggregate export prices. 
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Technical Box 2 
Exchange Rate Movements and Consumer Prices 


Ultimately, the effect of exchange rate movements on the aggregate price 
level depends on the policy of the monetary authorities and on the infla- 
tion expectations of private agents. In the first instance, however, one can 
usually observe the direct effects of exchange rate changes on import 
prices in the various categories of the CPI. 

A rough calculation of the likely first-round effects of an exchange 
rate depreciation on the CPI may be obtained by taking the import share 
of the total index, which is about 20 per cent, and multiplying that by the 
total amount of depreciation. The actual relationship takes place gradu- 
ally over time, however, making it difficult to isolate exchange rate effects 
with any precision. To get some idea of whether the typical amount of 
pass-through is occurring, one can look at the behaviour of various com- 
ponents of the CPI that have a relatively high import content. 

The table below lists the components that make up about 85 per cent 
of the import content of the CPI excluding food and energy. In each case, 
the estimated import share of the category is applied to the total amount of 
exchange rate depreciation during 1992-94 (approximately 20 per cent) to 
calculate a rough expectation of the total exchange rate pass-through 
effect. This is compared with the actual amounts by which the component 
price indexes have changed over the same period. There are of course 
many other factors at work in the inflation process, including changes in 
foreign prices, trade liberalization, technological change and demand/sup- 
ply conditions, so a direct correspondence cannot be expected to emerge 
between the two series. Nevertheless, wide discrepancies might contain 
useful information. 


Potential Exchange Rate Pass-Through Effects 


Cumulative percentage change, 1992-94 


Import Calculated Actual 
share effect price change 
Motor vehicles 80.7 16.2 15.9 
Furniture 29.6 D2 D0 
Clothing 38.3 Heil 2.0 
Household appliances 82.7 16.6 0.6 
Reading material 61.5 12.4 -2.4 
Home entertainment equipment 82.7 16.6 -5.4 


These data suggest that circumstances may have been working to 
offset exchange rate pass-through in some sectors of the economy. It is 
difficult to determine whether this represents a postponement of price 
increases, in which case some catch-up might occur in the future as cir- 
cumstances evolve, or a more permanent offset. 
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Chart 4 
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iii) Cost control and other factors 


For domestic producers, these commodity price increases represent a sig- 
nificant rise in costs. However, economy-wide there have been major off- 
setting factors working to contain total costs and thus aggregate prices. 

Wages, the largest component of total costs, have risen very moder- 
ately. Overall wage increases have fluctuated between 1 and 2 per cent 
during most of the past year. New wage settlements have been running 
just above 1 per cent in the private sector and zero to negative in the 
public sector. 

Another important factor in overall cost control has been productivity 
gains. Since 1990 there has been considerable investment in new tech- 
nology in Canada. This restructuring effort resulted from a combination 
of events, including a major deterioration in Canadian competitiveness 
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during 1987-90, increased global competition and the move to a low- 
inflation environment. The returns to restructuring are now showing up 
in the aggregate productivity data, although it is still too early to deter- 
mine the extent to which recent productivity growth exceeds that of a 
normal economic recovery. 

The combination of rising productivity and moderate wage growth 
has led to steady declines in unit labour costs for more than a year 
(Chart 6). Profits have risen sharply, particularly in the resource and 
manufacturing sectors. As a result, the gap between the level of real 
wages and productivity that opened up in the early 1990s — a key factor 
in continuing efforts to hold labour costs down — has begun to close 
(Chart 7). 


Chart 6 
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Chart 7 
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Finally, aggregate prices have been restrained by two other factors: 
lower housing prices and lower costs for machinery and equipment 
because of falling computer prices. 


4. ACHIEVING THE INFLATION-CONTROL 
TARGETS 


When monetary policy actions are taken in response to changing eco- 
nomic circumstances, the Bank uses the concept of monetary conditions 
to capture the influence of both short-term interest rates and the trade- 
weighted exchange rate on the economy. The monetary conditions index 
(MCI) constructed by the Bank combines both variables to provide a 
shorthand measure of the overall degree of tightening or easing of policy 
(Technical Box 3 and Charts 8-10). 

While the Bank constantly reassesses the appropriate level of mone- 
tary conditions needed to achieve its inflation-control targets, its opera- 
tions must sometimes give precedence to steadying nervous markets. 

During the past year, financial market developments in Canada were 
strongly affected by nervousness and volatility in world financial markets, 
which began shortly after U.S. authorities started to raise interest rates in 
early February 1994. These external factors spilled over into Canada, 
where investors had already become increasingly concerned about the ris- 
ing level of public debt and the political situation in Quebec. Throughout 
the spring, the dollar weakened and short-term interest rates rose sharply, 
leaving overall monetary conditions in Canada significantly tighter than at 
the start of the year. 

Around midyear the Bank established an operational target range of 
50 basis points for the overnight interest rate — a move designed to 
enhance the effectiveness and transparency of its operations in volatile 
markets (Chart 11). As markets stabilized during the summer months, the 
Bank lowered the range for overnight rates on three occasions, to encour- 
age a decline in short-term rates. These actions were intended to reverse 
only part of the earlier tightening in monetary conditions, given the 
strengthening trend in the economy. 

In October and November, short-term interest rates began to move 
upwards again, led by further increases in U.S. interest rates. Initially, 
monetary conditions in Canada remained largely unchanged, as somewhat 
higher domestic interest rates were offset by a lower dollar. The Bank of 
Canada raised its overnight target range once in November. 

In early December, investors again became worried about the possibil- 
ity of further tightening by the Federal Reserve and its implications for 
Canada. In these circumstances, the Canadian dollar weakened further, 
short-term interest rates rose sharply and the Bank again adjusted its over- 
night target range upwards. Monetary conditions tightened, reversing the 
easing that had occurred around midyear. The Mexican currency crisis in 
late December added to the nervousness of international financial markets. 
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Technical Box 3 
The Monetary Conditions Index 


The monetary conditions index (MCD is a weighted sum of the changes 
in the short-term interest rate (the 90-day commercial paper rate) and the 
G-10 trade-weighted exchange rate from a given base period. The Bank 
has been using the MCI as an operational target of policy for several 
years.! In an open economy like Canada’s, which operates with a flexible 
exchange rate, monetary policy actions influence aggregate demand 
through both the interest rate and the exchange rate. Therefore, the cen- 
tral bank cannot ignore exchange rate movements when determining its 
policy stance. 

The weighting for the interest rate versus the exchange rate is 3 to 1 
and is based on a number of empirical studies that estimate the effect of 
changes in real interest rates and the real exchange rate on real aggre- 
gate demand over six to eight quarters. The relative weights mean that a 
1 percentage point change (100 basis points) in the real interest rate is 
judged to have about the same effect over time on aggregate demand as 
a 3 percentage point change in the real effective exchange rate. Because 
of the lags in publishing the price indexes to calculate the G-10 real 
effective exchange rate, the Bank tends to focus on a nominal MCI over 
short horizons. 

A change in the MCI simply gives a measure of the degree of tight- 
ening or easing in monetary conditions. No meaning should be 
attached to a particular level of the MCI since it is constructed as a 
change from an arbitrary base date (currently January 1987 = 0). While 
the MCI is better conceptually than short-term interest rates as an oper- 
ational target, this does not imply that monetary policy operations can 
be tied to any simple mechanical rule related to the MCI. First, the MCI 
does not (nor do interest rates for that matter) provide a nominal 
anchor for policy. Second, desired changes in monetary conditions vary 
in response to movements in aggregate demand and supply. Conse- 
quently, the monetary conditions consistent with the target path for 
inflation control are constantly re-evaluated. For example, an increase 
in the relative prices of primary commodities produced in Canada tends 
to lead to an increase in aggregate demand and thus to an increase in 
the desired MCI. 

It is important to note that on a day-to-day basis, the Bank does not 
try to maintain a precise MCI level by adjusting interest rates in response 
to every exchange rate wiggle. Only if the exchange rate moved to a 
new trading range would the Bank try to offset its effect on aggregate 
demand by encouraging an offsetting movement in interest rates. In addi- 
tion, there are occasions when Bank actions cannot be devoted to 
achieving the desired MCI because of the need to cope temporarily with 
disorderly markets. 


1. An operational target is a variable that the central bank can influence fairly 
directly when it changes the setting of its instrument variable. In Canada, the 
instrument is the size of the central bank’s balance sheet. 


Downward pressure on the Canadian dollar intensified in early 
January 1995, and short-term interest rates came under sharp upward 
pressure. Primarily to calm markets, the Bank raised its operational target 
range for the overnight rate five times between early January and late 
February. These actions helped to steady the dollar, which in turn helped 
ease pressures On interest rates. The positive reaction by financial markets 
to the measures contained in the federal budget also provided an impor- 
tant steadying influence. 
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ind further in the first During the first quarter it also became increasingly apparent that the 

f 1995. momentum in the economy was still stronger than expected and, with the 
degree of slack diminishing rapidly, some tightening in monetary condi- 
tions was warranted on that score. By March, monetary conditions were 
about 1 1/2 percentage points tighter on average than in the second half 
of 1994 and some 2 percentage points tighter than a year earlier. By mid- 
April, monetary conditions had tightened somewhat further because of a 
firming in the Canadian dollar. 
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5s. [HE OUTLOOK FOR INFLATION 


In assessing the outlook for inflation, the Bank must consider various fac- 
tors, including the implications of current monetary conditions for the 
future course of aggregate demand. 


Aggregate demand and supply 


The most important element in Canada’s external economic environment 
is the U.S. economy, which grew by 4 per cent during 1994. It is the 
Bank’s view that the U.S. economy is in a state of excess demand, 
although there is little evidence of increased inflationary pressures in 
broad measures of prices and production costs. The Federal Reserve has 
raised short-term interest rates to avoid the buildup in inflationary pres- 
sures that could result if the economy continued to expand at a pace that 
maintains or adds to excess demand. The Federal Reserve’s actions appear 
to be slowing the rate of expansion to a more sustainable pace. 

Overseas, economic recovery is expected to remain relatively robust. 
Output in the four major European countries, which rose by an estimated 
3 per cent during 1994, may increase by a similar rate this year. The situ- 
ation in Japan is less certain, following the earthquake in early 1995 and 
the recent strength of the yen. Nonetheless, it appears that output in 
Japan should be up this year, albeit at a modest rate. 

Given a favourable outlook for the U.S. and overseas economies, it is 
also expected that commodity prices will remain firm. Historically, the 
average price of commodities exported by Canada has tended to fluctuate 
in line with the world business cycle. However, some prices have reached 
levels where it has become profitable to bring new sources of supply on 
stream. 

Overall, external demand is expected to remain a strong positive fac- 
tor for the Canadian economy. In contrast, domestic demand is likely to 
be held back by the recent rise in interest rates and by general govern- 
ment restraint. 

The implications of federal and provincial budgets for aggregate 
demand are an important consideration in the conduct of monetary pol- 
icy. Specifically, the magnitude and timing of fiscal policy actions affect- 
ing total demand in the economy must be considered in determining the 
appropriate path of monetary conditions. In the case of the recent federal 
budget, the policies announced stretch out and build up over several 
years. 

Consideration of all these factors suggests that total demand will con- 
tinue to expand through 1995 and take up slack. How much slack will 
remain at year-end is difficult to gauge, because of uncertainties in esti- 
mating both potential output and the strength of demand. 

Recent private sector forecasts that have incorporated the effects of 
the February federal budget suggest that total demand will expand by 
3 1/2 to 4 1/2 per cent in 1995. Given more momentum than generally 
expected in the economy and the Bank’s estimate of close to 3 per 
cent growth in potential output for 1995, a further significant closing 
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of the output gap by year-end seems likely. As noted earlier, the 
Bank’s estimate of the output gap at the end of 1994 was 2 1/2 per 
cent. 

This analysis indicates that the downward pressure that has been 
exerted on prices by excess capacity in product markets will persist 
through 1995, but to a lessening degree. Similarly, labour market condi- 
tions will continue to moderate wage and cost pressures. 


Exchange rate effects 


A major source of uncertainty for inflation is the effect of past exchange 
rate depreciation. For the immediate future there seem to be two possibil- 
ities. One, assuming that all the impact on prices from past depreciation 
has occurred and that there is no further depreciation, the effects on the 
12-month rate of increase of the CPI from the decline in the Canadian 
dollar would begin to lessen during 1995. Two, if demand conditions had 
delayed pass-through from the past depreciation, then the recent strength- 
ening of demand could result in higher prices even in the absence of fur- 
ther depreciation. In the context of this second possibility, the fact that 
the economy is now operating with significantly less slack reduces the 
likelihood of offsets through further cost reductions. One possible offset- 
ting factor could be still more competition and restructuring in the retail 
sector. 

On balance, there would appear to be some risk that upward pres- 
sure from past exchange rate movements could result in the rate of 
increase in core CPI rising temporarily above the midpoint of the target 
band during 1995. 


Measures of inflation expectations 


Expectations are also an important component in the outlook for inflation. 
Eighty-nine per cent of respondents in the latest quarterly survey of Cana- 
dian business attitudes conducted by the Conference Board of Canada 
expected inflation to be in the 1 to 3 per cent range over the near term. 
In the Conference Board’s latest Quarterly Survey of Forecasters, it was 
expected that CPI inflation would be between 1 3/4 and 2 1/2 per cent 
for 1995, with an average of 2 per cent. The Board’s latest compensation 
survey also points to little change in aggregate wage increases this year. 

One measure that is sometimes used to calculate long-term inflation 
expectations is the difference between yields on government 30-year con- 
ventional and real return bonds (Chart 12). On this basis, inflation over 
the long term is expected to be close to 4 per cent. While this is down 
from 4 3/4 per cent in mid-1994, it is up from 3 1/4 per cent in mid-1993. 
It is difficult, however, to know how accurately this measure captures true 
inflation expectations. The market for real return bonds is small, and this 
measure also captures a premium for inflation uncertainty. 


Other indicators 


The monetary aggregates provide important information as indicators of 
near-term economic developments. 
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The most useful monetary aggregate for forecasting inflation one or 
two quarters ahead is the broad aggregate M2+. Even allowing for the 
recent substitution of deposits into longer-term mutual funds, the Bank’s 
indicator model for inflation using M2+ predicts core inflation of around 
1 per cent or less for the next two quarters (Chart 13). 

The rate of increase of real M1 (the narrow monetary aggregate, M1, 
deflated by prices) provides useful information on future output growth. 
This indicator points to continued solid expansion of the economy, but at 
a rate below that recorded during 1994. 
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one quarter earlier. 


Monetary aggregates 
support an outlook of low 


inflation 


Taking all factors into 
account, the current 
outlooR is consistent with 
the Bank’s inflation- 


control targets. 


BAN K ©'oF CANADA 


6. CONCLUSIONS 


A low level of inflation for the past three years has resulted in a signifi- 
cant downward adjustment of inflation expectations in Canada. This 
progress towards price stability is in turn providing an important under- 
pinning for good economic performance. Nonetheless, risks remain. 

Over the near term, it appears that pressures from past exchange rate 
depreciation could move core CPI inflation into the upper half of the tar- 
get band. To the extent that these pressures materialize, the concern for 
monetary policy is that they be temporary in nature and not generate 
expectations of future inflation pressures. 

Beyond the short term (through year-end 1995 and into 1996), the 
main concern is proper gauging of the speed and extent of closure in the 
output gap. In the past, the momentum of the economy has often been 
underestimated at this point in the cycle. 

When all of this is taken into account, the current outlook for infla- 
tion is consistent with the Bank’s inflation-control targets. 


— 


Gordon Thiessen, Bernard 
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Bonin, Charles Freedman, Paul Jenkins, 


Tim Noél and Sheryl Kennedy 


REFERENCES 


Bank of Canada. 1991. “Targets for reducing inflation: Announcements 
and background material.” Bank of Canada Review (March): 3-21. 


. 1991. “Targets for reducing inflation: Further operational 
and measurement considerations.” Bank of Canada Review 
(September): 3-23. 


1993-94. “Statement of the Government of Canada and 
the Bank of Canada on monetary policy objectives.” Bank of 
Canada Review (winter): 85-86. 


Freedman, Charles. 1994. “The Use of Indicators and of the Monetary 
Conditions Index in Canada.” In Frameworks for Monetary Sta- 
bility: Policy Issues and Country Experiences, edited by Tomas 
J. T. Balino and Carlo Cottarelli. Washington: International Mon- 
etary Fund. (Copies of the paper are available from the Bank of 
Canada.) 


Thiessen, Gordon G. 1995. “Uncertainty and the transmission of mone- 
tary policy in Canada.” The HERMES-Glendon Lecture, delivered 
at York University, Toronto, 30 March. Ottawa: Bank of Canada. 


APPENDIX 


polaul EDN Eobil LS) Ge) Bali G Bel Al LalibeaYs 


(Extract from the 1990 Bank of Canada annual report) 


The first section of this report emphasized the fundamental point that if 
our nation’s economy is to perform well, its citizens need to have confi- 
dence that the money they use will hold its value. And money will only 
retain its value if the general level of prices remains stable — in other 
words, is not subject to chronic inflation. The view that inflation brings 
benefits to the economy in the form of higher employment has been dis- 
credited by the events of the 1970s and 1980s. What is less widely recog- 
nized is that inflation carries with it costs that are widespread and 
pervasive. Inflation creates increased uncertainty about the future, which 
makes it much more difficult for everyone to make good economic deci- 
sions. It also causes households and businesses to divert substantial 
amounts of time and money to try to shield themselves from the effects of 
rising prices. But not everyone is successful, and the inflationary process 
is inequitable and socially divisive. These are costs that can be avoided if 
monetary policy is successfully directed to achieving and maintaining 
price stability. This section reviews in more detail the costs that inflation 
imposes on the economy. | 


Inflation creates uncertainty about the future 


In a monetary economy, decisions to buy or sell, to borrow or invest are 
based on prices — both current prices and the prices expected to prevail 
in future years. In other words, prices permit comparisons of the current 
and expected future values of the wide array of goods and services found 
in different markets, providing workers, managers, savers and investors 
with the information and incentives to undertake economic decisions. 
Inflation creates uncertainty, which distorts and confuses that information. 

Take for example a decision by a business to build a new plant. Such 
a decision has to take into account not only the cost of funds and the 
prices of labour and materials to build the plant, but also the prices 
expected in the future for the output of the plant and for the labour and 
materials to produce that output. The future is always uncertain, but the 
uncertainty is magnified when prices are rising, since inflation is seldom 
stable and predictable. Inflation makes it much more difficult to make 
good investment decisions. 

Moreover, during inflation, prices do not respond identically to the 
excess demand pressures. These differing movements in prices are easily 
misread, and exaggerated expectations frequently develop about the likely 
further increases in the prices of products that are already rising most rap- 
idly. One result is periodic bouts of over-investment in these products. 
For example, it is the prices of primary commodities and real estate that 


have typically responded the most quickly and vigorously during inflation- 
ary periods. The burst of investment in developing new sources of pri- 
mary commodities and in acquiring existing producers of resources during 
the late 1970s, and the construction boom in condominiums and commer- 
cial buildings in some centres during the late 1980s are graphic illustra- 
tions of the problem of over-investment in response to the exaggerated 
expectations to which inflation gives rise. 


The costs of having to cope with inflation 


As inflation becomes entrenched, businesses and individuals find that they 
have to make expenditures of both time and money to deal with its 
effects. This goes far beyond the need for more frequent revision and 
reissue of price lists and catalogues. For example, contracts of all sorts 
become shorter in term so that the parties are not locked into a situation 
where they can be hurt by unexpected inflation, and this means more 
effort must be devoted to negotiating contracts. Buyers have difficulty in 
obtaining guaranteed prices of products for future delivery. Investors 
become concerned about hedges against inflation rather than about pro- 
ductive investments. At the peak of inflation in 1980-81, investors turned 
in large numbers to assets such as real estate, gold and silver, precious 
gems and works of art, either to protect themselves against inflation or to 
try to benefit from it. 

Financial contracts for instruments such as deposits, loans and secu- 
rity issues have been particularly affected by the concerns about inflation. 
The average term of such contracts has shortened dramatically since the 
early 1970s when inflation became a more persistent and serious problem. 
The long-term corporate bond market has contracted and 25-year residen- 
tial mortgages have become virtually unavailable. Too many savers were 
caught by the rise in inflation during the 1970s and are no longer willing 
to provide funds at fixed interest rates for extended periods. As a result, 
such long-term funds are no longer as readily available to private borrow- 
ers wishing to invest in long-term assets such as housing or production 
facilities. 

Large and frequent users of financial services have increasingly 
resorted to some very sophisticated techniques to limit their exposure to 
inflation-related risks. Examples include interest rate and currency swaps 
as well as futures and options contracts. The diversion of productive 
resources to the financial sector in an attempt to provide shelter from the 
effects of inflation has been substantial. 

To attract funds, financial institutions and markets need to compen- 
sate savers for inflation. Interest rates therefore are higher by an inflation 
premium that savers demand as an offset for the declining value of their 
money. But since future inflation is highly uncertain, interest rates in 
countries with a history of inflation also carry a further premium to cover 
the risks caused by uncertainty about inflation. As a result, it is more 
costly for borrowers to obtain funds to carry out their spending plans. 

As well, when high inflation requires a high interest premium to com- 
pensate lenders for the eroding value of a loan, borrowers are effectively 


forced to repay their loans much more rapidly than when prices are sta- 
ble. With mortgage loans, for example, this forced repayment can push 
homeowners into financial difficulty, even when house values are rising 
significantly in response to inflation, because the inflation premium 
embodied in mortgage rates makes it difficult for them to manage their 
monthly payments. 

While savers may receive compensation through interest rates for the 
fact that inflation undermines the value of their savings, they are required 
to pay tax on the whole of their interest income. With inflation at 4.5 per 
cent, for example, a saver with a 40 per cent marginal tax rate, who earns 
just under 5.5 per cent after tax on a 9 per cent term deposit, is left with 
a return of less than 1 per cent after inflation. The decline in the effective 
return on savings during periods of inflation has had negative effects on 
the incentive to save. And the interaction of inflation with a corporate tax 
structure that was similarly designed for a world with stable prices has 
been a significant distorting influence on the behaviour of corporations. 


Equity and fairness 


The costs of inflation do not fall equally on the population. Some individ- 
uals and businesses are better placed than others to protect themselves 
against inflation, but there is also a good deal of chance involved. Fre- 
quently, it is the least sophisticated parts of our economic society that 
lose out when inflation takes hold. The most widespread examples of 
inflation losses relate to fixed retirement pensions. At 4.5 per cent infla- 
tion, such pensions will lose half their value in just over 15 years. People 
who gain from inflation, whether because of their ability to invest in 
assets that benefit from inflation or by chance, do so only at the expense 
of others in the community. These gains do not reflect reward for greater 
effort or contributions to productivity. As a result, inflation leaves a sense 
of great unfairness in a society, and it undermines the sense of equality of 
opportunity that is at the base of a successful market economy. 


“Living with inflation” is no answer 


One solution that has been proposed to deal with this unfairness, while at 
the same time avoiding the effort and discipline that is required to return 
to price stability, is to adjust our economic arrangements to try to live 
with inflation. The idea is to protect individuals against losses from infla- 
tion through indexing all types of incomes and payments. The authorities 
would aim at stabilizing the inflation rate and, it is contended, the econ- 
omy would readily adjust to that stable rate, and the costs of inflation 
would be avoided. 

The experience of Canada in dealing with inflation since the early 
1970s is a good indication that an economy as complex as ours does not 
move easily or quickly to adjust to inflation. Clearly, the costs of changing 
our institutions in order to live with inflation are high. It is not just a mat- 
ter of indexing incomes. Major changes would be required not only in the 
personal and corporate tax systems but also in legal arrangements, 


accounting standards and many other aspects of economic life. It is a tell- 
ing fact that after 20 years during which inflation averaged 7 per cent, 
most institutional arrangements have not adapted to take account of 
inflation. 

But even if the institutional changes were made, living with inflation 
would not be a credible policy. By seeking to stabilize the inflation rate at 
its current level, the authorities would demonstrate their unwillingness to 
take the actions required to combat inflation. It is unlikely therefore that 
anyone would believe that if some adverse development suddenly pushed 
inflation up to a higher level, the required anti-inflationary actions would 
be taken. Monetary policy aimed at stabilizing inflation at a given level 
would constantly be battling against such scepticism. Countries that have 
gone furthest in indexing their economic systems have typically found 
themselves facing higher and higher rates of inflation that have put at risk 
the entire institution of money. A policy of tolerating inflation systemati- 
cally undermines the capacity of a country to produce good economic 
performance. 


KOKO 


To avoid the burden that inflation imposes on the economy requires a 
monetary policy that is firmly directed to reaching and maintaining price 
stability. It is only with stability in the general price level that a sound 
basis can be provided for investment and lending decisions and the most 
effective use will be made of the economy’s resources. At the same time, 
the extensive effort and resources devoted to coping with inflation can be 
put to more productive use and the unfairness to those who cannot pro- 
tect themselves from inflation will be eliminated. 
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T= is the first issue of a regular through the economy, taking effect over 
report on monetary policy that one to two years. 

will appear twice a year in May The targets relate to the consumer 

and November. The report examines eco- price index (CPD, the most familiar meas- 

nomic developments and the behaviour ure of inflation for most Canadians. In its 

of inflation over the recent past. It also conduct of monetary policy, the Bank Se 
looks at the implications of the current uses a core measure of the CPI that ie & RA a 


economic climate for future inflation. excludes the volatile food and energy V4 Vv a 
The goal of Canadian monetary pol- components as well as the effects of f NOY 2 219: \ 
icy is to promote good economic per- changes in indirect taxes. % VA GIS 


formance through price stability. The 
decline of inflation rates to the low levels Recent developments in 
of the past three years has been funda- inflation 


mental to Canada’s strong economic 


recovery. Now the challenge for mone- ee ee eee 


on: should be taken require regular reconsid- 
tary policy is to encourage a rate of mon- 


: ; : ; ion. is involv i tae= 
etary expansion that is consistent with eration. This involves assessing the fac 


the economy’s growth potential. If spend- tors affecting inflation, especially the 


ee ey to en strength of aggregate demand relative to 
beyond the capacity to produce, infla- 


tionary pressures would mount, and the 


the production capacity of the economy. 
prospects for a steady and sustained eco- Con ten ts 


® INFLATION-CONTROL TARGETS 


nomic expansion would be cut short. 


Inflation-control targets 


The bank is committed to achieving spe- 
cific inflation-control targets. The goal 
set in 1991 by the government and the 


® RECENT DEVELOPMENTS IN INFLATION 


Bank was a gradual reduction in infla- 
tion to the midpoint of a target band of 
1 to 3 per cent by the end of 1995. This 
target band was recently extended to the 
end of 1998. These targets clarify the 
objective of monetary policy and give 
the public a basis upon which to judge 


FACTORS AT WORK ON INFLATION 


ACHIEVING THE INFLATION-CONTROL 


TARGETS 


the appropriateness of the  Bank’s THE OUTLOOK FOR INFLATION 


actions. These actions work slowly 


1986 1987 1988 1989: 1990 1991 
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Consumer Price Index 


Year-over-year percentage change 


Total 
EPI 


Target band 


CPI excluding food, 


energy and the effect of 
indirect taxes 


1992 1993 1994 1995 


* Inflation-control targets 


It is also important to analyse more than 
one indicator of price change. 

Core inflation has been consistently 
within the Bank’s inflation-control target 
band since early 1993. As of March 1995 
it was running at an annual rate of 2.1 per 
cent. The total CPI jumped sharply in 
early 1995, from close to zero over the 
previous twelve months. Since this move- 
ment reflected the one-time nature of the 
on, thes total <CRi 
tobacco taxes in early 1994, the Bank has 
not responded in terms of monetary pol- 


effects of reduced 


icy actions. 

Other broad measures of inflation, 
such as the rate of increase in gross 
domestic product (GDP) deflators, also 
indicate that inflation has remained low. 


Factors at work on inflation 


The most important factors affecting infla- 
tion in the last year have been excess 
capacity in product markets and slack in 
the labour market. 

During 1994, exports led the expan- 
sion in the Canadian economy, which at 
5.6 per cent was considerably stronger 
than expected. Despite this rapid rate of 
growth, the economy still had excess 
capacity going into 1995. 

A depreciating dollar and resulting 
higher import prices have been a source 
of upward pressure on prices. The sharp 
rise in world commodity prices in 1994 


combined with depreciation of the Cana- 
dian dollar to produce a large increase in 
the prices received by Canadian produc- 
ers of raw materials. For other Canadian 
commodity 
increases represent a significant rise in 


producers, these price 
costs. However, there have been other 
factors working to contain total costs and 
thus aggregate prices. 

Wages have risen only 1 to 2 per 
cent over the past year, and productivity 
has increased. The result has been lower 
unit labour costs and higher profits. 
Aggregate price inflation has also been 
restrained by lower housing prices and 
by lower costs for machinery and equip- 
ment because of falling computer prices. 

All in all, it would appear that expec- 
tations of future inflation have declined 
as actual inflation has fallen. 


Broad Inflation Measures 


Fixed-weight gross domestic 
product deflator 


eee : 
* np eaN. 
I Implicit gross domestic - 

product deflator 


1986) 1987-1988 (1989 “19901991 1992 


Achieving the inflation-control 
targets 


When monetary policy actions are taken, 
the Bank uses the concept of monetary 
conditions to capture the influence on the 
economy of both short-term interest rates 
and the trade-weighted exchange ate. 
The index (MCI) 
constructed by the Bank combines both 


monetary conditions 


variables and provides a measure of the 
tightening or easing in the stance of mon- 


etary policy. 


Year-over-year percentage change 


19938 


CPI excluding food, 
energy and the effect 
of indirect taxes 


Be 
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1994 


1995 
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At times, monetary policy operations 
Gross Domestic Product 


must give precedence to steadying nerv- OE Sie 


ous markets. During the past year, volatil- '® oe 

ity in world financial markets spilled over 2 a re 

into Canada, where investors were already . & 

concerned about the rising level of public | 4 

debt and about the political situation in 2 | . | 2 

Quebec. Throughout the spring, the dollar ° Ny Hef HL EN aon ou fo) 

weakened and short-term interest rates Ss 1 JN mets 

. Estimated output gap 

rose sharply, the net outcome being a _4 _ (difference between actual output h aoe 

5 ; HG and estimated potential output) 

tightening of monetary conditions. “ wales 
To increase the transparency of its - : 


operations, the Bank established at mid- 1986 1987 1988 1989 1990 1991 1992 1993 1994 

year an operational target range for the 

overnight interest rate, the rate most 

directly affected by its monetary policy = 
conditions were about two percentage 

actions. 

As markets stabilized through the 


summer, the Bank lowered the range for 


points higher than a year earlier. 


overnight rates on three occasions. In Tbe outlook for inflation 


December, investors became worried Canada’s external economic environment 
about further tightening by the Federal remains positive. Although the Bank feels 
Reserve and its effect on Canadian rates. that the U.S. economy is in a state of 
This was exacerbated by the Mexican excess demand, there is little evidence to 
currency crisis later in the month. As the date of increased inflationary pressure. 
Canadian dollar weakened further and The Federal Reserve has raised short-term 
short-term interest rates rose sharply, the interest rates, which appears to be slow- 
Bank raised its target for the overnight jing the rate of expansion to a more sus- 
rate five times in January and February,  tainable pace. 
primarily to calm markets. A tightening in In overseas countries, apart from 
monetary conditions was also warranted Japan, the recovery is expected to 
as the momentum in the economy con-_ remain relatively robust. In Japan, out- 
tinued to be strong and the amount of put should also be up this year, albeit 
slack diminished. By March, monetary at a very modest rate. 
While external demand _— should 
remain strong, domestic demand is likely 


to be held back by the recent rise in 
Unit Labour Costs and Labour Productivity 


interest rates and by government 
Year-over-year percentage change 


restraint. 
Overall, it is expected that total 


Pine ee demand will continue to expand at a 


es solid pace through 1995. While the out- 


eee put gap should close further during the 


year, it will continue to be a source of 

downward pressure on inflation. 
Potentially working in the other direc- 

tion is the “effect ‘on prices: Of past 


exchange rate depreciation that may not 
1986 1987 1988 1989 1990 1991 1992 1993 1994 yet have worked through the economy. 
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Monetary Conditions Index 
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fo) Oo 
-2 -2 
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There appears to be some risk that pres- 
sure from this source could push core CPI 
inflation above the midpoint of the target 
band during 1995, but only temporarily. 

Recent surveys of Canadian business 
attitudes and of Canadian forecasters put 
inflation expectations within the Bank’s 
target band. 


The monetary aggregates also sup- 
port an outlook of low inflation as well 
as continued expansion of the economy 
but at a rate below that of 1994. 

When all these factors are consid- 
ered, the current outlook for inflation is 
in line with the Bank’s inflation-control 
targets. 


The Bank of Canada’s Monetary Policy Report is published semi-annually. Copies of the full report and of the 


Summary may be obtained by contacting: Publications Distribution, Secretary’s Department, Bank of Canada, 


Ottawa, Ontario, Canada K1A 0G9; telephone (613) 782-8248. 
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e présent document est un sommaire 

de la premiere livraison d’un rapport 

sur la politique monétaire qui sera 
publié deux fois l’an, en mai et en novembre. 
Le rapport traite de la conjoncture €cono- 
mique et de l’évolution de linflation au 
cours des derniers mois. I] examine égale- 
ment l’incidence que le climat économique 
actuel pourrait avoir sur l’évolution future 
de l’inflation. 

Lobjectif de la politique monétaire 
menée au Canada est de contribuer a la 
bonne tenue de |’€conomie par |’entremise 
de la stabilite des prix. Le repli de l’infla- 
tion a de faibles niveaux au cours des 
trois derniéres années a été déterminant 
dans la forte reprise Economique que le 
Canada a connue. La politique monétaire 
doit un rythme 
d’expansion de la masse monétaire qui 


maintenant — favoriser 
soit compatible avec le potentiel de crois- 
sance de l’économie. Si 
dépense croitre au-dela de la capacité de 
production de l’économie, les pressions 


on laissait la 


inflationnistes s’accumuleraient et les 
chances que l’expansion €conomique soit 
durable et soutenue seraient grandement 


réduites. 


Les cibles de maitrise de 
Vinflation 

La Banque s’est engagée a atteindre des 
cibles précises de maitrise de Jl inflation. 
Vobjectif établi en 1991 par le gouverne- 
ment et la Banque était de ramener progres- 


sivement Jinflation au milieu d’une 
fourchette de 1 a 3 % pour la fin de 1995. 


— mai 1995 — 


LUA ire 


Plus récemment, il a €té annoncé que cette 
fourchette serait maintenue jusqu’a la fin 
de 1998. Les cibles de maitrise de l’inflation 
aident 4 mieux comprendre l’objectif que 
poursuit la politique monétaire et a fournir 
au public un critére d’évaluation de la perti- 
nence des mesures prises par la Banque. 
Ces mesures agissent lentement dans |’€co- 
nomie, leurs effets pouvant prendre de un a 


deux ans avant de se faire sentir. fp 
Les cibles sont établies en fonction de /, 
lindice des prix a la consommation (IPC), | { 
qui est l’indicateur de l’inflation que la \ 
plupart des 
mieux. Dans la conduite de sa politique 
monétaire, la Banque utilise un indice de 


NOV 2 2 1995 


Canadiens connaissent le 


référence de J'inflation tendancielle, qui 
exclut les aliments, |’énergie et l’incidence 
des modifications des impdots indirects. 


Dans’ ce sommaire 


LES CIBLES DE MAITRISE DE 


L?INFLATION 


L’EVOLUTION RECENTE DE L’INFLATION 


LES FACTEURS QUI INFLUENCENT 


L’INFLATION 


LA REALISATION DES CIBLES DE 


MAITRISE DE L’INFLATION 


LES PERSPECTIVES EN MATIERE 


D’ INFLATION 
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Indice des prix a la consommation 
Taux de variation sur douze mois 


IPC 


Fourchette cible 


IPC hors alimentation, 


énergie et incidence 
des impéts indirects 


1986—1987: 1988" 1989 1990-1991. 1992719938. 1994" 1995 


* Cibles de maitrise de I'inflation 


L’évolution récente de Vinflation 


Le choix des mesures a prendre doit étre ré- 
guliérement réexaminé. I] faut notamment 
évaluer les facteurs de nature économique 
qui influencent l’inflation, en particulier la 
vigueur de la demande globale par rapport 
a la capacité de production de l’€conomie. 
Il importe aussi d’analyser plus d’un indica- 
teur des variations des prix. 

Le taux de linflation tendancielle s’est 
maintenu depuis le début de 1993 dans les 
limites de la fourchette cible de maitrise 
de Vinflation fixée par la Banque. En 
mars 1995, il s’établissait, en rythme 
annuel, a 2,1). %; Le.taux de croissance de 
lIPC global a fortement grimpé durant les 
premiers mois de 1995, apres avoir été 
presque nul au cours des douze mois pré- 
cédents. Comme cette hausse  reflétait 
Yincidence ponctuelle sur le niveau de 
LIPC global des réductions des taxes sur le 
tabac entrées en vigueur au début 
de 1994, la Banque en a fait abstraction 
dans ses mesures de politique monétaire. 

D’autres grandes mesures de l’infla- 
tion, comme le taux d’augmentation des 
indices de prix du produit intérieur brut 
(PIB), indiquent aussi que linflation est 
restée faible. 


Les facteurs qui influencent 
Vinflation 

Les principaux facteurs qui ont agi sur ’évo- 
lution de Vinflation au cours de la derniére 
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année ont été les capacités excédentaires de 
production et les ressources inutilisées sur 
le marché du travail. 

Les exportations ont été le moteur de 
expansion de l'économie canadienne 
en 1994, laquelle a été, avec un taux 
d’accroissement de 5,6 %, beaucoup plus 
forte que prévu. Malgré la vigueur du 
rythme de la croissance, l’@conomie affi- 
chait encore des capacités excédentaires 
au début de 1995. 

La dépréciation du dollar et l’augmen- 
tation des prix des importations qui en a 
résulté ont exercé des pressions a la 
hausse sur les prix. La vive progression 
enregistrée par les cours mondiaux des 
produits de base en 1994, conjuguée au 
repli du dollar canadien, a provoqué un 
accroissement notable des prix obtenus 
par les producteurs canadiens de matiéres 
premieres. Pour les autres producteurs 
canadiens, ces hausses des cours des 
matiéres premieres signifient une augmen- 
tation appréciable des cotts. Toutefois, 
certains facteurs ont fait contrepoids a la 
croissance des cotts totaux et, par consé- 
quent, a celle du niveau général des prix. 


Grandes mesures de l’inflation 


Taux de variation sur douze mois 


Indice des prix 
du produit intérieur brut 
a pondération fixe 


IPC hors alimentation, 
énergie et incidence 


Nee S 
1 Indice implicite des prix du‘) 
2 : produit intérieur brut 


1986- 1987 1988: "1989 1990 1991 1992 


Les salaires n’ont augmenté que 
de 1 a 2 % au cours de la derniére année, 
et la productivité s’est améliorée, ce qui a 
donné lieu a un repli des cotts unitaires 
de main-d’ceuvre et a une hausse des pro- 


1993 


des impots indirects 


1994 


1995 
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fits. L’accroissement du niveau général des 
prix a également été limité par la baisse 
des prix des machines et du matériel liée 
a la chute des prix des ordinateurs et par 
la diminution des cots du logement. 

En somme, les attentes relatives a 
inflation semblent s’étre modérées au fur 
et 4 mesure que baissait le taux d’inflation 


observe. 


La réalisation des cibles de 
maitrise de Vinflation 


Au moment ou elle décide des mesures de 
politique monétaire a prendre, la Banque 
s’appuie sur le concept de conditions moné- 
taires pour saisir l’influence combinée que 
les taux d’intérét a court terme et le taux de 
change pondéré en fonction des échanges 
commerciaux ont sur l'économie. L’indice 
des conditions monétaires (ICM) construit 
par la Banque, qui réunit les deux variables, 
indique le degré de resserrement ou d’as- 
souplissement de la politique monétaire. 

Il arrive que les mesures de politique 
monétaire soient appelées en priorité a 
rassurer des marchés agités. Au cours de 
la derniére année, la volatilité qui s’est 
emparée des marchés financiers mondiaux 
s'est répercutée sur le Canada, ou les 
investisseurs étaient déja préoccupés par 
laccroissement de la dette publique et la 
situation politique au Québec. Durant le 
printemps, le dollar canadien s’est affaibli 
et les taux d’intérét a court terme ont 


Coits unitaires de main-d’ceuvre et productivité du travail 


1986 


1987 


1988 


Taux de variation sur douze mois 


8 


. Revenu du travail 
ae par employé 


Cotuts unitaires 
de main-d’ceuvre 


1989 1990 1991 992 1993 1994 


\NADA 


Produit intérieur brut 
En dollars constants 


10 
8 Croissance trimestrielle, 
. exprimée en taux annuel 
| | | 
; loll Waite MS 
; Estimation de |’écart de production 
-4 (différence entre la production 
observée et la production 
a potentielle estimée) 
8 | | | | 
1986 1987 1988 1989 1990 1991 


grimpé, ce qui a donné lieu a un resserre- 
ment des conditions monétaires. 

Pour accroitre la transparence de ses 
opérations, la Banque a établi, vers le 
milieu de l'année, une fourchette cible 
pour le taux du financement a un jour, qui 
est le taux sur lequel les mesures de 
politique monétaire agissent le plus direc- 
tement. 

Durant l’été, comme les marchés se 
calmaient, la Banque a abaissé a trois 
reprises cette fourchette cible. En décembre, 
les investisseurs ont commencé a craindre 
un nouveau durcissement de la politique 
de la Réserve fédérale et a s’inquiéter des 
répercussions que cela pourrait avoir sur 
le loyer de l’argent au Canada. La crise 
monétaire qui a éclaté au Mexique a la fin 
du mois est venue exacerber la situation. 
Devant le nouveau repli du dollar cana- 
dien et la vive remontée des taux d’intérét 
a court terme, la Banque a relevé la 
fourchette cible pour le taux a un jour a 
cing reprises en janvier et février, principa- 
lement dans le but de calmer les marchés. 
Le dynamisme dont l’€conomie continuait 
de faire montre et la diminution des 
capacités excédentaires justifiaient aussi un 
nouveau resserrement des _ conditions 
monétaires. En mars 1995, ICM avait aug- 
menté de quelque 2 points de pourcen- 


tage par rapport a mars 1994. 


LOSS 


1993 


1994 
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Indice des conditions monétaires 


Données des mercredis, janvier 1987 = 0 


récente hausse des taux d’intérét et par la 
politique d’austérité suivie dans le secteur 


oe - public. 
: e Dans l’ensemble, on prévoit que la 
6 6 demande globale continuera de croitre a 
. ; un bon rythme tout au long de 1995. 
Méme si l’on s’attend a ce que l’écart de 
: : production s’amenuise davantage pendant 
fe) ) l'année, celui-ci demeurera une source de 
2 oS pressions a la baisse sur l’inflation. 
o a En revanche, l’incidence sur les prix 
de la dépréciation passée du taux de 
= 1991 1992 1993 1994 1995 - change, si elle ne s’est pas encore totale- 
ment fait sentir dans l’@conomie, pourrait 
jouer en sens contraire. Il se pourrait donc 
, eb que des pressions a la hausse dues a ce 
Les perspectives en matiere ficteut f let de vantlat tert 
a : poussent le taux de linflation ten 
d inflation dancielle au-dessus de la médiane de la 
La conjoncture économique internationale fourchette cible au cours de 1995, mais 
dans laquelle se trouve le Canada demeure cette pouss€e ne serait que temporaire. 
favorable. Méme si, selon la Banque, |’éco- Selon des enquétes menées récem- 
nomie américaine affiche une demande ex- Ment auprés d’entreprises et d’organismes 
cédentaire, il n'y a guére de signes de de prévision canadiens, ceux-ci s’attendent 
tensions inflationnistes accrues jusqu’a ace que Vinflation se situe dans les limites 
maintenant. La Réserve fédérale a haussé les de la fourchette cible établie par la 
taux d’intérét 4 court terme, ce qui semble Banque. 
en voie de ramener l’expansion a un rythme Le comportement des agrégats moné- 
qui peut étre soutenu. taires laisse également présager que l’infla- 
Dans les pays d’outre-mer, a l’excep- tion restera faible et que lexpansion 
tion du Japon, la reprise devrait demeurer €conomique se poursuivra, mais a un 
assez robuste. La production devrait aussi rythme inférieur a celui qui a été observe 
croitre au Japon cette année, mais 4 un en 1994. 
rythme trés modeste. Tout bien considéré, les perspectives 
Si la demande extérieure est censée  actuelles en matiére d’inflation sont con- 
rester vigoureuse, la demande intérieure formes aux cibles de maitrise de l’inflation 
risque par contre d’étre freinée par la que vise la Banque. 
Le Rapport sur la politique monétaire de la Banque du Canada est publié deux fois par an. Pour recevoir des 
exemplaires du Rapport au complet et du Sommaire, veuillez vous adresser au Service de la diffusion des 
publications, Secrétariat, Banque du Canada, Ottawa (Ontario), Canada, K1A 0G9, ou composer 
le (613) 782-8248. 
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1. INTRODUCTION 


This is the second in a series of semi-annual reports designed to increase 
the transparency and understanding of Canadian monetary policy. 

As discussed in the first Monetary Policy Report published last May, 
the best contribution that monetary policy can make to good overall eco- 
nomic performance is to preserve confidence in the value of money 
through price stability. To this end, for the past 4 1/2 years the Bank of 
Canada has successfully pursued inflation-control targets along a path 
towards price stability. 

The inflation-control targets establish the specific objective to which 
monetary policy will be directed over the medium term. Thus, the basic 
task of monetary policy can be summarized as encouraging a trend rate of 
monetary expansion that is consistent with the achievement of these tar- 
gets and, thereafter, with price stability. Because of the long lags between 
the Bank’s policy actions and their ultimate effect on inflation, monetary 
policy decisions must be forward-looking. Moreover, in deciding on the 
appropriate actions required to meet its targets, the Bank faces many 
uncertainties as to how the future will unfold. Accordingly, monetary pol- 
icy decisions must be made on the basis of projections of an uncertain 
future and must also respond to unexpected events. 

Since the last Report, the Canadian economy has been weaker than 
expected, and the degree of slack in labour and product markets has 
been correspondingly greater. Thus, the economic forces that work to 
reduce inflation have intensified over the past six months. These circum- 
stances prompted the Bank to take action to ease monetary conditions in 
the late spring and early summer. However, monetary conditions subse- 
quently tightened as the Bank was cautious in its actions to offset a 
strengthening Canadian dollar given the narrowing of short-term interest 
rate differentials with the United States at a time of political uncertainty. 


2. INFLATION-CONTROL [TARGETS 


In December 1993, the government and the Bank of Canada set out a tar- 
get path for inflation extending from the end of 1995 to the end of 1998. 
The objective is to keep inflation inside a band of 1 to 3 per cent, with a 
midpoint of 2 per cent, during that period. By 1998, a decision will be 
reached on a future target range that is consistent with price stability. 
The inflation-control targets are specified in terms of the consumer 
price index (CPI). However, there is a good deal of movement in the CPI 
caused by transitory fluctuations in the prices of food and energy as well 
as by changes in indirect taxes. As a result, the Bank focusses on the CPI 
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excluding food, energy and the effect of indirect taxes. This measure is 
referred to as the core CPI. Over longer periods of time, the measures of 
inflation based on the total CPI and the core CPI tend to follow similar 
paths. Therefore, achieving the target path for core CPI inflation should 
lead to similar movements for total CPI inflation over time. In the event of 
persistent differences between the trends of the two measures, the Bank 
would adjust its desired path for core CPI inflation so that total CPI infla- 
tion would come within the target band. 


3. RECENT DEVELOPMENTS IN INFLATION 


Inflation is ultimately the product of excessive monetary expansion, but 
the transmission mechanism is long and complex. It involves a series of 
linkages, leading from the Bank’s responses to economic and financial 
developments to the rate of inflation. What is crucial to the analysis of 
trend inflation is the extent to which monetary expansion accommodates 
or encourages a pace of aggregate demand that puts persistent pressure 
on aggregate supply. 

Given the lags in the transmission mechanism, monetary policy must 
be conducted with an eye to the factors that are likely to influence infla- 
tion a year or two into the future. Current rates of inflation cannot simply 
be projected forward. In particular, the fundamental supply/demand fac- 
tors that drive inflation must be distinguished from transitory factors. It 
could prove counterproductive for policy to react to movements in infla- 
tion that are temporary and therefore inherently self-correcting. The price 
disturbances that are of concern to the Bank are those that feed into 
expectations about future inflation and in turn lead to a higher, or lower, 
trend inflation rate than the policy objective. Identifying these distur- 
bances requires an examination of various measures of inflation and a 
coherent explanation for their behaviour over time. 


Inflation and the target band 


Inflation, as measured by the 12-month rate of increase in the core CPI, 
has moved into the upper half of the target band over the last six months, 
as anticipated in the previous Report. As of September 1995, core inflation 
was running at a 12-month rate of 2.6 per cent, compared with a high of 
2.7 per cent reached in May (Chart 1). The 12-month rate of increase in 
the total CPI was 2.3 per cent, down from a peak of 2.9 per cent in 
May. 
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Other broad measures of price inflation have also picked up in 1995. 
The year-over-year rate of increase of the implicit gross domestic product 
(GDP) deflator averaged 1.6 per cent in the first half of 1995, compared 
with an average rate of 0.6 per cent during 1994. The fixed-weight GDP 
deflator, which adjusts for the effects of changes in the composition of 
spending, rose 2.6 per cent on average during the first half of 1995 on a 
year-over-year basis, up from around 1 1/2 per cent at the end of 1994 
(Chat, 2): 


Chart 2 
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Factors at work on inflation 


Excess capacity in product markets and slack in labour markets have con- 
tinued to place downward pressure on inflation over the past six months. 
At the same time, movements in certain key relative prices have again 
substantially affected measures of aggregate consumer and producer 
prices. Specifically, the upward pressure on the overall price level arising 
from both commodity-price increases and past depreciation of the Cana- 
dian dollar has been particularly evident over the past six months. 


Aggregate demand and supply 


After expanding rapidly during 1994, economic activity in Canada levelled 
off during the first half of 1995. Although a slowdown had been antici- 
pated, the Bank was surprised (along with most others) by how abruptly 
the situation changed. Three factors appear to have accounted for the 
weakness. First, households cut back spending on big-ticket and discre- 
tionary items. Second, net exports declined after contributing very sub- 
stantially to growth during 1994. Third, reductions in government 
spending began to have a noticeable impact on aggregate demand in the 
second quarter. 

A number of factors contributed to reduced consumer spending on 
housing and automobiles. A key influence appears to have been the sharp 
rise in interest rates that took place during the winter. In addition, con- 
sumer attitudes were negatively affected by a flat employment picture, as 
moderate increases in employment in the manufacturing and service sec- 
tors were offset by declines in construction and in the public sector. As 
well, exports fell, mainly as a result of a slowdown in the U.S. economy. 
Although some slowing in U.S. activity had been anticipated in response 
to the rise in interest rates that had occurred over the previous year, the 
reaction there, too, was greater and more sudden than expected. Other 
factors contributing to the U.S. slowdown were the very sharp decline in 
demand in Mexico and weakness in Japan and Canada. 

In the United States, and especially in Canada, the extent of the 
weakening in final domestic demand was unexpected. Consequently, 
there was substantial inventory accumulation in both economies during 
the first quarter, and activity during the second and third quarters was 
held back by the need to work off those excess stocks (see Technical 
Box 1). However, both economies are showing signs of renewed activity 
in the housing and automobile markets, suggesting that domestic demand 
is responding to the decline in interest rates that has taken place since 
last spring. 

Lack of growth in aggregate demand in the first half of 1995 has led 
to an increase in excess capacity. It is especially difficult to measure 
potential output in these circumstances because growth in capacity can 
slow in response to increased uncertainty about future demand. How- 
ever, the Bank estimates that the output gap widened to between 3 and 
3 1/2 per cent at midyear, compared with between 2 and 2 1/2 per cent 
at the end of 1994 (Chart 3).! Accordingly, the downward pressure on 
trend inflation has clearly increased during the past six months. 


1. See the discussion of the Bank’s methodology for estimating potential output in the 
May 1995 Monetary Policy Report (Technical Box 1, page 8). 
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Technical Box 1 
Inventory Fluctuations 


While the amount of inventory investment is small relative to aggregate 
output, its contribution to variations in the production cycle has tended 
to be quite pronounced. Indeed, many of the downturns in economic 
activity in Canada in the postwar period could be characterized as 
“inventory recessions,” in the accounting sense that the decline in GDP 
was mainly due to a reduction in the rate of stockbuilding. 

Changes in inventory management techniques and the increasing use 
of new information technologies have contributed to a trend reduction in 
the aggregate stock-to-sales ratio over the past two decades. These 
changes have also improved the ability of firms to respond to varying 
economic circumstances and, hence, to reduce undesired variations in 
inventories. Even so, the rate of inventory investment over the first half of 
1995 suggests that fluctuations continue to play an important role in the 
short-term evolution of aggregate output. 

The extent of the weakening in both domestic and external demand 
for Canadian goods in the first half of 1995 was widely unexpected, con- 
tributing to a substantial increase in the rate of inventory accumulation. 
While inventory investment contributed more than 3 percentage points 
to the growth of GDP in the first quarter, this was largely offset by a 
contraction of about 2 per cent in other GDP components, leaving total 
growth in GDP at 0.9 per cent. Similarly, the contraction of GDP in the 
second quarter would have been around 2 per cent were it not for some 
additional contribution from inventories, particularly in the farm sector. 
Aggregate production in the second and third quarters appears to have 
been held back by the need to reduce inventories, particularly in the 
manufacturing and retail sectors. Automobiles are a prime example. 

Not all of the accumulation of inventories earlier this year was 
undesired. Inventory behaviour also reflected the efforts of some firms 
to hedge against anticipated events, such as changes in input prices or 
labour disruptions. For example, it seems that substantial increases in 
the prices of industrial materials led many manufacturers to advance 
their purchases of these commodities in the first half of 1995 in antici- 
pation of further price increases. This was especially true for newsprint, 
pulp and chemicals. Such increases in inventories of raw materials 
would eventually be run down as prices stabilized. As another example, 
impending strikes in Canada’s transportation sector led many businesses 
to engage in a precautionary buildup of inventories in the first quarter 
of 1995. Most of these labour disruptions turned out to be of relatively 
short duration, and production was scaled back soon afterwards to 
work off the increase in inventories. 
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Chart 3 
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Exchange rate and commodity prices 


Given the weight of imported goods in the average consumer basket in 
Canada, exchange rate movements typically feed through to the CPI by a 
factor of about one-fifth. Much of this adjustment usuaily takes place dur- 
ing the first year following a change in the exchange rate, but the total 
effect can take two years or more to emerge. Accordingly, past deprecia- 
tion of the Canadian dollar continued to have a substantial impact on 
consumer prices over the last six months. At the recent peak in inflation 
in May, this effect is estimated to have accounted for over 1 percentage 
point of the 2.7 per cent year-over-year measured increase in core CPI. 

The clearest example of the exchange rate effect can once again 
be seen in motor vehicles, where the average price is up approxi- 
mately 6 per cent from a year ago.” The comparable figure for the 
United |States is about 2 per cent..In the, cases, of many, other 
imported, or import-competing, consumer goods, the usual exchange 
rate effects appear to have been largely offset by increased competi- 
tion and improved productivity in both the retail and the manufactur- 
ing sectors.° 

World commodity prices (quoted in U.S. dollars) have continued to 
rise over the past six months (Chart 4). In Canada, these price increases 
have been felt in various ways by both producers and users of raw 
materials. 


2. It is worth noting that the sticker prices of many vehicles have risen much further 
than indicated by this figure because of additional safety features and other improve- 
ments in quality. Such improvements are taken into account by Statistics Canada when 
the CPI inflation data are constructed. 

3. See the related discussion in the May 1995 Monetary Policy Report (Technical Box 2, 
page 10). 
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For Canadian producers, price increases have been most pronounced 
for newsprint, pulp and grains. Newsprint and pulp prices have surged as 
world demand continues to grow in the face of limited prospects for addi- 
tional supply. Grain prices have jumped as a result of adverse growing 
conditions in the United States and in other foreign grain-producing 
regions. Prices for base metals have also resumed their advance, after 
experiencing a downward correction in the spring. The rise in average 
prices received by Canadian commodity producers continued to be 
reflected in the aggregate industrial product price index (PPI) (Chart 5), 
as well as in a further marked rise in aggregate export prices. Neverthe- 
less, the 7 per cent rise in the IPPI over the past year represents a sub- 
stantial deceleration from the rates observed in early 1995. 

The impact of commodity-price increases, evident for some time in 
producer prices, is now beginning to show up clearly in selected con- 
sumer prices. Indeed, it is estimated that higher commodity prices have 
contributed about half a percentage point to the recent year-over-year 
measures of CPI inflation. This effect should prove temporary, both 
because commodity prices should stabilize in the face of the current mod- 
eration in the pace of world economic expansion and because excess 
supply here in Canada should place downward pressure on trend infla- 
tion. The clearest examples of commodity-price effects on the CPI can be 
seen in the substantial price increases for both paper supplies and reading 
materials. However, the rises in the costs of metals, chemicals and pack- 
aging materials imply that these effects are being felt more widely. 
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Chart 5 
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Cost control and other factors 


Increased prices of commodities and of imported inputs have significantly 
raised costs for domestic producers. Combined with weakening domestic 
demand in the first half of the year, this has increased the incentive for 
producers to control other costs and to try to raise productivity. 

Wages, the largest component of total costs, continued to rise at a 
very moderate pace during the first half of 1995, with wage settlements 
averaging about 1.5 per cent in the private sector and just above zero in 
the public sector. This represents something of an acceleration over last 
year for the private sector, but wage increases have followed substantial 
productivity gains in many areas. More generally, aggregate employment 
levels and the unemployment rate have remained almost unchanged over 
the last six months. With this persistent slack in the labour market, aver- 
age wage growth is likely to remain modest. 

Gains in productivity (output per person-hour) were particularly 
impressive during 1994, as firms restructured their operations and as the 
economic expansion gained strength (Parker 1995). With wages advancing 
only modestly, profitability improved significantly in many sectors (see 
Technical Box 2). However, with the sudden slowdown in activity early in 
1995, both labour productivity and profits levelled off over the first half of 
the year. This is not an uncommon cyclical phenomenon, as firms tend to 
adjust labour inputs gradually to a sudden easing of demand, especially 
when it is widely believed to be temporary. 

This combination of some wage growth and weaker aggregate pro- 
ductivity has caused unit labour costs to rise recently (Chart 6). However, 
it is expected that a resumption of the expansion later in the year will 
raise productivity further and that the effects of ongoing restructuring 
efforts will continue to emerge over time, thus helping to keep overall 
cost increases low. 
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Technical Box 2 
Recent Developments in Profitability 


Corporate profits fluctuate with the business cycle largely as a result of 
the gradual response of production costs to changes in sales. In the early 
1990s, profits were at very low levels for a number of reasons, including 
a cumulative deterioration in the international competitiveness of Cana- 
dian businesses, the sluggishness of aggregate demand, low world com- 
modity prices and increased global competition (see Lau and Stuber 
1992). The persistence of these factors motivated firms to engage in 
major restructuring efforts, which have been particularly intense in the 
tradable-goods sector.! Profit margins have subsequently returned to his- 
torical average levels, partly aided by the recovery in export demand and 
in world commodity prices.” 


Profit Margins, Selected Major Sectors 
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The process of adjustment to changing economic circumstances 
seems less advanced in industries that have either been traditionally less 
exposed to foreign competition or are in the process of deregulation. 
Indeed, profitability levels remain substantially below normal in many of 
these industries, and as a result, major restructuring initiatives continue to 
be implemented. For instance, the Canadian retail industry, in addition to 
facing sluggish consumer demand, is being subjected to increasing com- 
petition from large U.S. retailers. Furthermore, the telecommunications 
industry is in the process of adjusting both to deregulation and to the 
ongoing rapid pace of technological innovations. 


1. The tradable-goods sector includes metals, wood, paper, petroleum, natural 
gas, other fuels, electricity, chemicals, machinery, transportation equipment, elec- 
trical products and other manufactured goods. 

2. The term profit margin is used here to describe operating profits as a percent- 
age of operating revenues. 


11 


The producer real wage 
gap closed further in the 
first half of 1995. 


B°AAINDK OD CANADA 


Chart 6 
Unit Labour Costs and Labour Productivity 


Year-over-year percentage change 


KN 
6 ro : 6 
a \. : \ Labour income 


oS . : 
. per person-hour 
/ Unit labour costs NY P 
/ aS 
TSE 
Output per person-hour 


aN, 
\ 
Pa | : < 2 
— 
Lon) alll eer UM snall lon. 


1986 1987 1988 1989 1990 1991 LIS] 1993 1994 1995 


Chart 7 
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The gap between real wages and productivity continued to close in 
the first half of 1995 (Chart 7). This was mainly a result of the further 
increases in world commodity prices discussed above, which reduced 
producer wages in real terms for firms in affected sectors. This develop- 
ment should lead to some increase in employment growth in the coming 
quarters. 

Aggregate price rises have also been restrained by lower housing 
prices, as higher interest rates early in the year caused many households 
to delay home purchases. Early signs of revival in the housing market 
suggest that this factor may also be temporary. 
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4. ACHIEVING THE INFLATION-CONTROL 
TARGETS 


As explained in the previous Report, the Bank uses the concept of mone- 
tary conditions to guide its policy actions in response to changing eco- 
nomic circumstances. Monetary conditions capture the influence of both 
short-term interest rates and the trade-weighted exchange rate on the 
economy, and the monetary conditions index (MCI) constructed by the 
Bank (Charts 8-10) provides a shorthand measure of the overall degree of 
tightness or ease of such conditions. 

The Bank constantly reassesses the level of monetary conditions nec- 
essary to achieve its inflation-control targets. If, on balance, the analysis 
indicates a lessening of inflationary pressures relative to what had been 
expected (for example, because of lower-than-expected aggregate 
demand), the desired path for monetary conditions is revised downwards. 
However, if inflation pressures have increased relative to earlier expecta- 
tions, then desired monetary conditions are adjusted upwards. It is impor- 
tant to bear in mind that occasions arise when the Bank’s actions cannot 
be devoted exclusively to achieving the desired monetary conditions in 
the short term because of the need to cope temporarily with actual or 
potential disorderly markets. 

Towards the end of 1994 and in early 1995, higher U.S. interest rates 
and increasing concerns about the high levels of public debt put down- 
ward pressure on the exchange rate and upward pressure on market 
interest rates. The Bank responded with successive upward adjustments to 
its overnight target range (Chart 11 and Technical Box 3), and monetary 
conditions tightened. Even though the Bank acted primarily to calm mar- 
kets, a tightening of monetary conditions was also judged appropriate at 
the time because there was evidence of stronger-than-expected momen- 
tum in the economy. Subsequently, the positive reaction to the February 
1995 federal budget provided a steadying influence in financial markets, 
and monetary conditions at the end of the first quarter were essentially 
unchanged from mid-January. 

In the second quarter of 1995, the tone of Canadian financial markets 
improved, and the Canadian dollar strengthened. This reflected increas- 
ingly positive assessments of the fiscal situation for the provinces and for 
the federal government as well as heightened expectations of future 
declines in interest rates in the United States in response to the slowing of 
the U.S. economy. In early May, the improved market tone allowed the 
Bank to rebalance the mix of monetary conditions by offsetting the effect 
of the stronger exchange rate through a reduction of 25 basis points in its 
target range for the overnight interest rate. It became increasingly appar- 
ent throughout the rest of the second quarter that the Canadian economy 
had not been expanding as expected, thus warranting an easing of mone- 
tary conditions. The range for the overnight rate was lowered by 25 basis 
points on two occasions in early June, ratifying reductions in money mar- 
ket rates that had already taken place. The decline in interest rates, com- 
bined with a somewhat lower Canadian dollar, contributed to a significant 
easing of monetary conditions. 
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After a marked tightening 
in early 1995, monetary 
conditions remained 
largely unchanged until 
late May ... 


... but subsequently eased 
in response to weaker 


than-expected growth ... 


.. before tightening again 
as the exchange rate 


strengthened. 


Through the July-August period, there was a positive shift in senti- 
ment towards North American currencies. At the same time, the Canadian 
dollar was benefiting from a further improvement in our terms of trade. 
There was also a growing awareness that fiscal adjustment is proceeding 
and that Canada’s inflation performance remains favourable. In response 
to the firming of the dollar, there was a decline in short-term interest 
rates, which the Bank undertook to ratify. This action by the Bank 
involved reducing its operating range for the overnight rate by 25 basis 
points on four occasions (on 6 and 10 July and on 9 and 28 August) to a 
range of 6 to 6 1/2 per cent. In taking these actions, the Bank proceeded 
cautiously because of the potential implications for the dollar of the nar- 
rowing Canada-U.S. short-term interest rate spreads at a time of impend- 
ing political uncertainty. Indeed, the continuing wide long-term spreads 
suggested that financial markets remained sensitive to debt levels and to 
uncertainty regarding the Quebec referendum. While overall market devel- 
opments during this period moved towards a further rebalancing of mon- 
etary conditions, the net outcome was a tightening in monetary conditions 
as the declines in interest rates did not completely offset the currency 
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Technical Box 3 
Monetary Policy Operations: 
Increased Emphasis on the Overnight Interest Rate 


Since mid-1994, the operational objective of the Bank of Canada’s mone- 
tary policy actions has been to keep the overnight interest rate within a 
band of 50 basis points. Previously, the Bank influenced the overnight 
rate to achieve a desired level for the 3-month treasury bill rate. This 
change makes it easier for markets to interpret the Bank’s operations, 
since it defines the Bank’s immediate target in terms of the interest rate it 
can influence most directly. 

The Bank changes its operating range for the overnight rate when it 
wishes to effect an increase or decrease in the level of monetary condi- 
tions, or to rebalance monetary conditions (e.g., lower interest rates as a 
result of an appreciation of the Canadian dollar). The Bank has also, on 
occasion, increased its operating range to stabilize financial markets. In 
all three cases, the Bank’s move to change the range for the overnight 
interest rate may simply ratify movements that have already occurred in 
other money market rates. 

The Bank can influence the overnight rate in two ways. The first is 
through its supply of settlement balances to direct clearers (the major 
financial institutions that maintain accounts at the Bank of Canada for 
clearing and settlkement purposes). Since direct clearers are the marginal 
suppliers of credit in the overnight financing market, changes in the sup- 
ply of settlement balances put downward or upward pressure on the 
overnight rate. 

The second is through buyback operations to enforce the upper and 
lower bounds of the operating range. When overnight financing costs 
threaten to rise above the range, the Bank will offer Special Purchase and 
Resale Agreements (SPRAs) to jobbers (the investment dealers and banks 
with whom it conducts its money market operations) at a rate equal to 
the top end of the operating range. When interest rates threaten to fall 
below the floor of the range, the Bank will offer Sale and Repurchase 
Agreements (SRAs) to the major banks (in practice, the marginal lenders 
in the overnight market) at a rate equal to the lower limit of the operat- 
ing range (Clinton and Fettig 1989). The Bank also uses buyback tech- 
niques to announce a change in its operating range. It does this by 
offering SPRAs or SRAs at the appropriate new level, whether or not the 
overnight rate is actually outside the new range. 

The Bank of Canada may also sell or buy treasury bills outright as a 
signal that it wishes a moderation in the pace of movement in the inter- 
est rate on 3-month treasury bills. Until recently, the rate at which the 
Bank intervened was typically left unchanged between auctions as the 
Bank sought to influence the level of the 3-month rate directly. The Bank 
announced on 31 August 1995 that it will henceforth conduct its treasury 
bill sales or purchases at prevailing market rates. Finally, the Bank may 
on occasion engage in switches of treasury bills with the market (pur- 
chasing longer-term maturities and selling shorter-term maturities) to help 
relieve market pressures. 
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Chart 11 


3-Month Treasury Bill Rate and Overnight Financing Cost 
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In September, following the setting of the referendum date, volatility 
increased in money and foreign exchange markets. The Bank remained 
cautious and maintained its overnight rate unchanged at 6 to 6 1/2 per 
cent up to the 20 October cut-off date for information contained in this 
Report. 


5. [HE OUTLOOK FOR INFLATION 


In assessing the outlook for inflation, the Bank must consider various fac- 
tors, including the external economic environment, the momentum of the 
Canadian economy and the implications of monetary conditions for the 
future course of aggregate demand. 


Aggregate demand and supply 


The single most important element in Canada’s external environment is 
the U.S. economy, as was clearly demonstrated during the first half of 
1995 when activity in that country slowed. That slowdown appears to 
have brought aggregate demand and supply in the U.S. economy to a 
position of rough balance, paving the way for a more sustained period of 
low-inflation growth. Consequently, the U.S. economy appears to have 
solid underlying momentum in the second half of the year, and some 
pickup in growth can be expected as inventory adjustment is completed. 

Overseas, the expansion is expected to continue but at a slower pace 
than previously forecast. It now appears that growth in Europe in 1995 
will be similar to that experienced in 1994. The situation in Japan is more 
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uncertain, given financial system stresses and the strength of the yen ear- 
lier this year. Nonetheless, with recent declines in interest rates, a weaker 
yen and several other policy initiatives, it seems likely that output in 
Japan will be up this year, albeit only modestly. 

With a favourable outlook for the U.S. economy and the prospect of 
moderate growth for the overseas economies, commodity prices are 
expected to remain firm. Despite Canada’s diversified industrial base, 
commodities continue to contribute strongly to economic activity. 

Overall, then, the positive contribution of external demand to the 
expansion of the Canadian economy is expected to resume in the second 
half of 1995. 

The domestic picture remains mixed, however. Renewed expansion in 
the export-oriented sector can be expected to generate further growth in 
employment and income. As unemployed individuals regain employment 
they usually provide a strong impetus to overall consumption, as was the 
case in late 1994. The decline in interest rates since last spring should 
also continue to stimulate demand. But at the same time, many house- 
holds remain nervous about job prospects in an environment of continu- 
ing restructuring and restraint, which is affecting all sectors of the 
economy. Indeed, in the case of the public sector, restructuring, and 
downsizing is expected to be a persistent characteristic of the economic 
outlook for the next couple of years, given the need to improve public 
finances. Moreover, the adjustment of inventories back to desired levels 
will continue to moderate production in the near term, although to a 
diminishing extent. 

Consideration of both external and domestic factors suggests that eco- 
nomic activity should show renewed growth towards year-end, with a 
modest pickup in the third quarter followed by a more robust fourth 
quarter. Recent private sector forecasts suggest that total demand (in vol- 
ume terms) will expand by about 2 per cent in 1995. In light of the 
absence of growth during the first half of the year, these forecasts also 
imply some rebound in the second half. 

However, the profile of activity for the third and fourth quarters will 
likely mean that by year-end the output gap will not be much different 
than it was in mid-1995. This indicates that the downward pressure on 
trend inflation coming from slack in product markets will remain a signif- 
icant factor. Similarly, conditions in the labour market will continue to 
contain wage and cost pressures. 


Exchange rate and commodity-price effects 


The implications that past exchange rate movements have for consumer 
prices remain a source of uncertainty. Although it is difficult to quantify 
these effects precisely, it is the Bank’s judgment that some of the recent 
rises in the CPI represented previously postponed adjustments to past 
depreciations and that we are at about the peak in terms of the potential 
inflationary consequences of exchange rate pass-through. Although there 
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is still some scope for further adjustment once the recovery regains its 
vigour, it seems likely that increased competition at the retail level as well 
as restructuring efforts have erased some of those exchange rate effects 
permanently. Combined with recent currency appreciation, this means that 
by early 1996 there should be significantly less impetus to measured infla- 
tion coming from this source. 

In contrast, the rises in raw materials prices that were seen in 1994, 
and which have continued into this year, have only recently begun to find 
their way into consumer prices, particularly prices for metal and paper 
products. Innovations in the use of these inputs and ongoing attempts to 
increase productivity in general make it difficult to predict how these 
movements will ultimately affect consumer prices. Nevertheless, this phe- 
nomenon points to a risk that the rate of increase in the core CPI, 
although declining on balance, might remain in the upper half of the tar- 
get band for the next several months. This would be especially likely if 
commodity prices were to rise further. However, the fact that the econ- 
omy is operating with more slack than was the case six months ago has 
increased the likelihood of offsets through further cost reductions. Anec- 
dotal evidence also suggests that the Canadian retail marketplace contin- 
ues to be very resistant to price increases. 


Measures of inflation expectations 


Expectations are also an important component in the outlook for infla- 
tion, partly because they are the means whereby relative price increases, 
coming from the exchange rate or commodity-price effects mentioned 
above, can be transformed into an increase in the trend of inflation. 
Short-term inflation expectations appear to have edged up in response to 
observed price increases, although they remain within the Bank’s infla- 
tion-control target band. In its October Quarterly Survey of Canadian 
Business Attitudes, the Conference Board of Canada reported that 28 per 
cent of respondents expected inflation to be 3 per cent over the near 
term, compared with only 17 per cent in the first-quarter survey, while 
nearly 72 per cent of respondents still expected inflation to be 2 per cent 
or less. In its September Quarterly Survey of Forecasters, the Conference 
Board noted that CPI inflation was expected to average just under 2.5 per 
cent in both 1995 and 1996, up from about 2 per cent in the previous 
survey. 

The difference between yields on government 30-year conventional 
and Real Return Bonds (Chart 12) can be used to calculate long-term 
inflation expectations. Since this measure also reflects premiums for infla- 
tion uncertainty and the relative liquidity of the two markets, it is difficult 
to know how much emphasis to give to its level. It is likely, however, that 
changes in this differential largely reflect changes in inflation expecta- 
tions. On this basis, it would appear that long-term inflation expectations 
have been falling throughout 1995. 
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Chart 12 
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* The differential is calculated using the appropriate compound interest formula. 


Monetary indicators 


The monetary aggregates are also important indicators of near-term infla- 
tion and of the growth in real output. 

The most useful monetary aggregates for forecasting inflation for the 
period immediately ahead are the broad aggregates associated with M2+ 
(e.g., M2+ adjusted for substitution into and out of non-money-market 
mutual funds and Canada Savings Bonds), whose trend growth rates often 
indicate where inflation is heading. Growth in these aggregates has been 
moderate (Chart 13), suggesting that the upward movement in measured 
inflation observed in the first part of 1995 will not be sustained. Specifi- 
cally, M2+ and adjusted M2+ have been growing at a 3 to 5 per cent rate, 
which is consistent with a trend inflation rate of under 2 per cent. 

The rate of change of M1 can provide useful information about where 
real output growth is headed within an economic cycle. Although the 
relationship is not exact, a clearly discernible correlation is evident in 
Chart 14 where growth in M1 precedes growth in real GDP. M1 growth 
was weak in the latter part of 1994 and in the early part of 1995, antici- 
pating the slowdown in real GDP growth experienced through the first 
part of the year. More recently, M1 growth has accelerated. This suggests 
a resumption of economic expansion in the second half of 1995, even 
allowing for a possible upward bias in M1 growth coming from particular 
factors affecting the corporate-demand-deposits component (see Technical 
Box 4). 
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Chart 13 
Core Inflation and Adjusted M2+ Growth* 
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Chart 14 
Real GDP Growth and Growth of Real Gross M1* 
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* Two-quarter moving average of growth of real gross M1, one quarter earlier 
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Technical Box 4 
Corporate Demand Deposits and the Growth in Gross M1 


Growth in corporate demand deposits (referred to as current accounts) 
has been strong this year, accounting for most of the rapid pickup in the 
growth of gross M1. Anecdotal evidence suggests that this strength in cur- 
rent accounts reflects a continuation of, and to some extent an intensifi- 
cation of, competitive conditions in the current account market, which 
has resulted in more attractive deposit rates for corporate clients of 
banks. 

Current accounts are the standard banking accounts used by busi- 
nesses for their day-to-day transactions. These accounts have chequing 
privileges and are redeemable on demand. Until the early 1990s, the 
majority of these accounts paid no interest. Therefore, corporations had a 
significant incentive to economize on the balances in these accounts with 
the assistance of the cash management services available at banks. For 
instance, balances in excess of those required for normal transactions 
purposes might be deployed in money market mutual funds, direct hold- 
ings of short-term securities, notice deposits, or term deposits. As a result 
of such active cash management, growth in current accounts stagnated 
through most of the 1980s. 

The strength in current accounts in 1995 coincides with the introduc- 
tion at the large banks of tiering features for these accounts, with the 
interest paid on a scale that is a rising function of the average balance 
size. Customers in the higher tiers now tend to earn a “market-oriented” 
interest rate. This tiering phenomenon mirrors a similar trend with respect 
to personal savings deposits in the 1980s. 

As a result of this innovation, recent increases in gross M1 overstate 
the change in current account balances associated with real economic 
activity, and thus indicator models based on gross M1 could overstate 
expected real growth. As well, if such innovations persist, it is possible 
that the gross M1 aggregate will become less responsive to changes in 
market interest rates in the future; this could have implications for its 
indicator properties for real output. 
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6. CONCLUSIONS 


As anticipated at the time of the last Report, adjustment to past exchange 
rate depreciation has pushed measured inflation into the upper half of the 
inflation-control band. This effect is expected to have diminished signifi- 
cantly by mid-1996. However, the pass-through of cost increases stemming 
from higher world prices for raw materials is likely to be a temporary 
source of further upward pressure on the CPI in the near term. 

The last six months have also witnessed an unanticipated increase in 
excess supply in the Canadian economy. This added degree of downward 
pressure on trend inflation means that underlying fundamentals are point- 
ing even more strongly to a downward movement in core inflation. 
Accordingly, while exchange rate and commodity-price effects will likely 
hold inflation in the upper half of the Bank’s target range for several 
more months, the trend rate of inflation is expected to decline into the 
lower half of the inflation-control band in 1996. 

The near-term inflation outlook, therefore, remains consistent with the 
Bank’s inflation-control targets. For the medium term, the lessening of 
inflation pressures would imply a reduction in the desired path of mone- 
tary conditions, unless the economy began to show a much stronger rate 
of expansion. 


This is a report of the Governing Council of the Bank of Canada: 


Gordon Thiessen, Bernard Bonin, Charles Freedman, Paul Jenkins, 
Tim Noél and Sheryl Kennedy. 
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MonetTArY PoLicy REPORT 


his is the second Monetary Policy 
Report for 1995. These reports, 
which appear twice a year, discuss 
the conduct of monetary policy in light 
of economic and financial developments. 
They also look at the current economic 
climate and its implications for inflation. 
The next issue will appear in May 1996. 
The basic task of monetary policy is 
to encourage a rate of monetary expan- 
sion that is consistent with established 
inflation-control targets. Because of the 
long lags between central bank actions 
and their effect on inflation, monetary 
policy must be forward-looking and 
based on projections of an uncertain 
future. It must also respond to unex- 
pected events. 


Inflation-control targets 


For the past 4 1/2 years, the Bank has 
successfully pursued inflation-control tar- 
gets. The current objective is to keep 
inflation inside a band of 1 to 3 per cent 
from the end of 1995 to the end of 1998. 
By 1998, a decision will be made on a 
future target band that is consistent with 
price stability. 

The targets are specified in terms of 
the consumer price index (CPI). In its 
policy deliberations, the Bank focusses 
on a measure referred to as the core CPI, 
which excludes the volatile food and 
energy components and the effect of 
indirect taxes. Over the long term, total 
CPI and core CPI should follow similar 
paths. 
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Recent developments in 
inflation 

Inflation is the outcome of excessive 
monetary expansion, but the transmission 
mechanism is long and complex. The 
lags in this mechanism require policy 
makers to consider factors that may influ- 
ence inflation in one or two years’ time. 
They must also distinguish between the 
fundamental supply/demand factors that 
drive inflation over the longer term and 
the transitory factors that affect it tempo- 
rarily. 

Although core inflation has been 
consistently within the target band since 
early 1993, it moved into the upper half 
of the band over the last six months. This 
pickup, which was anticipated in the last 
Report, primarily reflected the effects of 
past depreciation of the Canadian dollar 
on prices. Core inflation was running at a 
12-month rate of 2.6 per cent in Septem- 
ber, compared with a high of 2.7 per 
cent in May. 


Factors at work on inflation 


After expanding rapidly during 1994, eco- 
nomic activity in Canada levelled off dur- 
ing the first half of 1995. The slowdown, 
which was greater than expected, was 
led by two factors: cutbacks in household 
spending on big-ticket items in response 
to the sharp rise in interest rates last win- 
ter, and a decline in net exports because 
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of a slowdown in the U.S. economy. 
Weakness in aggregate demand has 
resulted in a widening of the gap 


between actual and potential output. 
Thus, downward pressure on underlying 
inflation has increased over the past six 
months. 

At the same time, increases in certain 
key relative prices have again substan- 
tially affected aggregate price measures. 

First, 


continued to exert temporary upward 


earlier currency depreciation 


pressure on measured inflation, pushing 
up some consumer prices during the 
summer and early autumn. 

Second, world commodity prices 


continued to rise over Six 
These 


been noticeable in producer prices for 


the past 


months. increases, which have 
some time, are now also showing up in 


selected consumer prices. 


Achieving the inflation-control 
targets 


The Bank constantly reassesses the level 
of monetary conditions necessary to 
achieve its inflation-control targets. The 
monetary conditions index (MCI) com- 
in short-term 


rates and the trade-weighted exchange 


bines movements interest 
rate to provide a measure of the degree 
of tightening or easing in monetary con- 
ditions. 

Towards the end of 1994 and early 
in 1995, monetary conditions tightened 
markedly in an environment of rising U.S. 
interest rates and heightened concern 
about levels of public debt in Canada. 
While the Bank made successive upward 
adjustments to its range for the overnight 
rate primarily to calm markets, a tighten- 
ing was also judged appropriate on the 
basis of evidence of stronger momentum 
in the economy than had been expected. 
Monetary conditions remained largely 
unchanged until late May, although early 
that month an improving market tone 
allowed the Bank to rebalance the mix of 


monetary conditions. 
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Throughout the rest of the second 
quarter, it became increasingly apparent 
that the economy was not expanding as 
expected and that an easing of monetary 
conditions was warranted. The Bank low- 
ered’ the range for the overnight rate 
twice in June, 
money market rates that had already 


ratifying reductions in 


taken place. These movements, com- 


Gross Domestic Product 
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Estimated output gap 
(difference between actual output 
and estimated potential output) 


Quarterly growth at 
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bined with a somewhat lower dollar, con- 
tributed 
monetary conditions. 

Through July the 
exchange rate strengthened, and _ short- 


to an appreciable easing in 
and August, 


term interest rates declined. The Bank 
ratified these declines in interest rates by 
reducing its operating range for the over- 
night rate twice in July and twice in 
August. In taking these actions, the Bank 
proceeded cautiously in the face of nar- 
rowing spreads between Canadian and 
U.S. short-term rates at a time of impend- 
ing political uncertainty. Thus, while mar- 
ket 
rebalancing of monetary conditions, the 


developments moved towards a 
net outcome was a tightening in mon- 
atary conditions, since declines in interest 
rates did not completely offset the cur- 
rency appreciation. As uncertainty in 
money and foreign exchange markets 
increased in September and October, the 
Bank 


overnight rate unchanged. 


remained cautious, keeping its 
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The outlook for inflation 


The U.S. economy, the most important 
element in Canada’s external economic 
appears solid 


underlying momentum. Growth there is 


environment, {Om Gave 
expected to pick up through the second 
half of the year as inventory imbalances 
are worked off. 

Most 
expected to continue expanding but at a 


Overseas economies are 


slower pace than previously forecast. 
situation remains uncertain, 
there should be up 


slightly this year. Thus, commodity prices 


Japan’s 
although output 


should remain firm, and stronger external 
demand should once again bolster the 
Canadian economy in the second half of 
the year. 

The 
Renewed export activity should generate 


domestic picture is mixed. 
growth in employment and income, and 
the declines in interest rates since last 
spring should stimulate demand. How- 
ever, continued restructuring and down- 


sizing create employment uncertainty that 


may moderate growth in household 
spending. 

Overall, economic activity is 
expected to show renewed growth 


towards the end of the year. However, 
the output gap will likely not be much 
different by year-end than it was in mid- 


1995. 
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The effects of past exchange rate 
depreciations on the CPI appear to be at 
their peak and should soon begin to 
moderate, but past increases in the prices 
of raw materials will likely continue to 
show up in higher consumer prices, par- 
ticularly for metal and paper products, 
for the next several months. 

Expectations are also important to 
the inflation outlook. Recent surveys indi- 
cate that expectations may have edged 
up in response to the rise in measured 
inflation, but they remain within the 
Bank’s inflation-control band. 

The monetary aggregates suggest that 
inflation will decline and that economic 
expansion will resume in the second half 


of 1995. 


Exchange rate and commodity-price 
effects will likely hold inflation in the 
upper half of the Bank’s target band for 
with 
added downward pressure coming from 


several more months. However, 
greater-than-expected excess slack in the 
economy, core inflation is expected to 
decline into the lower half of the band in 
1996. Thus, the near-term outlook for 
with the 


Bank’s inflation-control targets. For the 


inflation remains consistent 
medium term, the lessening of inflation 
pressures would imply a reduction in the 
desired path of monetary conditions, 
unless the economy began to show a 


much stronger rate of expansion. 
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The Bank of Canada’s Monetary Policy Report is published semi-annually. Copies of the full Report and of the 


Summary may be obtained by contacting: Publications Distribution, Secretary’s Department, Bank of Canada, 
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des modifications des impéts indirects. 
Sur longue période, ’IPC global et l’indice 
de référence devraient afficher des profils 
d’évolution similaires. 


L’évolution récente de Vinflation 


Linflation est le résultat d’une expansion 
monétaire excessive, mais le processus de 
transmission est long et complexe. A cause 
des décalages qui caractérisent ce proces- 
sus, les autorités monétaires doivent tenir 
compte de facteurs susceptibles d’influencer 
inflation au cours des 12 a 24 mois a venir. 
Elles doivent également isoler les facteurs 
temporaires des 
doffre et de demande qui agissent sur 
inflation en longue période. 


facteurs fondamentaux 


Quoique l’inflation tendancielle soit 
demeurée constamment 4a l’intérieur de la 
fourchette visée depuis le début de 1993, 
elle s’est hissée, au cours des six derniers 
mois, dans la moitié supérieure de celle-ci. 
Cette accélération, que prévoyait le dernier 
rapport, s’explique principalement par la 
dépréciation antérieure du dollar canadien. 
En septembre, le taux de linflation ten- 
dancielle s’établissait sur douze mois a 
2,6 %, comparativement 4 un sommet de 
2,/ % atteint en mai. 


Les facteurs qui influencent 
Vinflation 

Apres une croissance rapide en 1994, 
lactivité économique au Canada a marqué 
le pas au premier semestre de 1995. Le 
ralentissement, plus prononcé qu’on ne 
lavait prévu, tient a deux facteurs : la 
réduction des grosses dépenses des ménages 
en réaction a la vive remontée des taux 
dintérét observée l’hiver dernier et le repli 
des exportations nettes imputable a l’essouf- 
flement de l’economie amé€ricaine. L’atonie 
de la demande globale a provoqué un 
élargissement de l’écart entre la produc- 
tion observée et la production potentielle, 
de sorte que les pressions a la baisse sur 
inflation tendancielle se sont accentu€ées 
durant les six derniers mois. 
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des prix ont de nouveau été fortement 
influencées par les hausses de certains 
prix relatifs importants. 

En premier lieu, la dépréciation pas- 
sée du dollar canadien a continué d’exer- 
cer des pressions temporaires sur 
inflation mesurée, poussant a la hausse 
certains prix a la consommation pendant 
été et au début de l’automne. 

En second lieu, les cours mondiaux 
des produits de base ont poursuivi leur 
ascension au cours des six derniers mois. 
Leur augmentation, qui se faisait sentir 
depuis quelque temps dans le niveau des 
prix a la production, commence mainte- 
nant a se refléter dans certains prix a la 


consommation. 


La réalisation des cibles de 
maitrise de Vinflation 


La Banque réévalue constamment le niveau 
des conditions monétaires propice a la réa- 
lisation de ses cibles de maitrise de l’infla- 
tion. Lindice des conditions monétaires 
(ICM), qui englobe tant les variations des 
taux d’intérét a court terme que celles du 
taux de change pondéré en fonction des 
échanges commerciaux, lui permet de 
mesurer le degré de resserrement ou 
d’assouplissement de ces conditions. 
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administrations publiques au Canada, les 
conditions monétaires se sont beaucoup 
durcies. Méme si c'est principalement 
dans le but de calmer les marchés que la 
Banque a relevé plusieurs fois de suite la 
fourchette vis¢ée pour le taux du finance- 
ment a un jour, un durcissement semblait 
également indique du fait que les données 
laissaient entrevoir une économie plus 
vigoureuse que prévu. Les conditions 
monétaires sont demeurées presque les 
mémes jusqu’a la fin mai, bien qu’au 
début de ce mois la Banque ait pu en 
rééquilibrer la composition grace au 
regain d’optimisme des marchés. 

Il est devenu de plus en plus évident, 
pendant le reste du second trimestre, que 
l'@conomie canadienne ne progressait pas 
autant que l’on s’y attendait et qu’un 
relachement des conditions monétaires 
€tait justifie. La Banque a donc abaissé la 
fourchette de variation du taux a un jour a 
deux reprises en juin, entérinant ainsi des 
diminutions déja survenues sur le marché 
monétaire. Conjugué a une légére dépré- 
ciation du dollar canadien, le recul des 
taux d’intérét a contribué a un net 
assouplissement des conditions monétaires. 

Pendant les mois de juillet et d’aoit, 
le dollar s’est raffermi et les taux d’intérét 
a court terme ont amorcé un repli, que la 
Banque a entériné en réduisant la four- 
chette de variation du taux a un jour a 
deux reprises au cours de chacun de ces 
mois. La Banque a agi avec prudence a 


cet €gard, compte tenu du rétrécissement 
de Veeart entre less taux d'intéret 4 court 
terme canadiens et ameéricains observé 
alors que le climat politique risquait de 
susciter de l’incertitude. Si l’évolution des 
marchés durant cette période a favo- 
risé un rééquilibrage des conditions 
moneétaires, il reste que celles-ci se sont 
durcies dans l’ensemble, le fléchissement 
des taux d’intérét n’ayant pas entieérement 
contrebalancé l’appréciation du dollar cana- 
dien. Comme l’incertitude s’est amplifiée 
sur le marché monétaire et les marchés 
des changes en septembre et en octobre, 
la Banque est demeurée prudente et n’a 
pas modifié le niveau de son taux de 


financement a un jour. 
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Les perspectives en matiére 
dinflation 


L’économie amé€ricaine, l’élement le plus 
important de la conjoncture économique 
internationale pour le Canada, semble affi- 
cher un bon dynamisme. Sa croissance 
devrait s’accélérer au second semestre a 
mesure que progressera l’ajustement des 
stocks. 

Dans la plupart des pays d’outre-mer, 
lexpansion €conomique devrait se pour- 
suivre mais a une cadence plus lente 
qu’on ne l’a projeté. Au Japon, la situa- 
tion demeure incertaine, bien que l’on 
s’attende a ce que la production augmente 
légerement cette année. Selon toute vrai- 


semblance, les prix des produits de base 
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resteront donc fermes, et le redressement 
de la demande extérieure redeviendra un 
facteur de croissance de l’€conomie cana- 
dienne au second semestre de 1995. 

La situation de la demande intérieure 
est contrastée. Une reprise de l’activité 
dans le secteur des exportations devrait 
générer de nouveaux gains au chapitre de 
l'emploi et du revenu, et le repli des taux 
d'intérét constaté 


depuis le  printemps 


devrait stimuler la demande. En revanche, 
les efforts continus de restructuration et de 
réduction des effectifs créent des inquiétudes 
quant a l'emploi qui pourraient ralentir la 
croissance des dépenses des ménages. 

Tout compte fait, activité @cono- 
mique devrait connaitre un regain de 
vigueur vers la fin de l’année. Toutefois, 
lécart de production ne sera probable- 
ment pas tres different a la fin de 1995 de 
ce qu’il était au milieu de l’année. 

LVincidence des variations passées du 
taux de change sur VIPC semble avoir 
atteint son point culminant et devrait bien- 
tot s’attenuer. Cependant, le renchérisse- 
ment antérieur des matiéres premieres 
continuera probablement de se répercuter 
sur les prix a la consommation, en particu- 
lier ceux des produits du métal et du 
papier, au cours des prochains mois. 

Les attentes des agents €conomiques 


jouent également un rdle important dans 
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les perspectives d’inflation. 
enquétes récentes, le 
a la hausse de l’inflation mesurée, mais il 
demeure a l’intérieur de la fourchette de 
maitrise de l’inflation que vise la Banque. 

L’évolution des agrégats monétaires 
laisse présager un repli de Vlinflation et 
une reprise de l’expansion €conomique au 
second semestre de 1995. 

Les effets des variations du taux de 
change™ et -des. cours dés matieres 
premiéres risquent de maintenir l’inflation 
dans la moitié supérieure de la fourchette 
visée par la Banque pendant quelques 
mois encore. Toutefois, compte tenu des 
nouvelles pressions a la baisse engendrées 
par des capacités excédentaires plus fortes 
que prévu dans |’€conomie, linflation ten- 
dancielle devrait diminuer pour se situer 
en 1996 dans la partie inférieure de cette 
fourchette. A court terme, les perspectives 
en matiére d’inflation sont donc toujours 
compatibles avec les cibles de maitrise de 
linflation que s’est fixées la Banque. A 
moyen terme, l’atténuation des pressions 
inflationnistes impliquerait un  abaisse- 
ment de la trajectoire souhaitée pour les 
conditions monétaires, a moins que le 
rythme d’expansion de léconomie ne 


devienne nettement plus robuste. 
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“The focus of Canadian monetary policy is on price stability. 
However, the Bank of Canada does not pursue price stabil- 
ity for its own sake but rather as a means of contributing to 
a well-functioning, productive economy, capable of provid- 
ing Canadians with a rising standard of living.” 


— Gordon Thiessen 


Speech given at The World in 1996 Conference, 19 January 1996 
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1. INTRODUCTION 


This Report presents the Bank of Canada’s assessment of the trend of 
inflation in Canada and explains the monetary policy actions deemed 
necessary to keep inflation within the Bank’s inflation-control target 
range. 

Downward pressure on inflation over the last six months has 
warranted an easing in monetary conditions, which the Bank encouraged 
through reductions in its operating band for overnight interest rates. 
These actions have been taken against a favourable backdrop of improv- 
ing financial market sentiment that reflects both progress on the fiscal 
front domestically and global reductions in short-term interest rates. 

The Bank has nevertheless proceeded at a measured pace in its 
policy actions, given that short-term interest rate differentials against the 
United States were narrowing and have recently turned negative. 
Moreover, financial markets remain wary about the high public sector 
debt levels in Canada and about the political situation in Quebec. 


2. INFLATION-CONTROL [TARGETS 


In December 1993, the federal government and the Bank of Canada set a 
target path for inflation extending from the end of 1995 to the end of 
1998. The objective is to keep inflation inside a range of 1 to 3 per cent 
during that period. By 1998, a decision will be taken on a future target 
range that would be consistent with price stability. 

The inflation-control targets are specified in terms of the consumer 
price index (CPI). The Bank focusses on the CPI excluding food, energy 
and the effect of indirect taxes because there is a good deal of transitory 
movement in CPI inflation caused by fluctuations in the prices of food 
and energy, as well as by changes in indirect taxes. This measure is 
referred to as the core CPI. Over longer periods of time, the measures of 
inflation based on the total CPI and the core CPI tend to follow similar 
paths. Therefore, achieving the target path for core CPI inflation should 
eventually lead to similar movements for total CPI inflation. In the event 
of persistent differences between the trends of the two measures, the 
Bank would adjust its desired path for core CPI inflation so that total CPI 
inflation would come within the target range. 


This Report includes information received to 23 April 1990. 


The six months since the 
last Report have been 
characterized by 
downward pressure on 
the trend of inflation. 


The inflation-control 
target range is set at 
1% to 3% until 1998. 


The Bank promotes 

a rate of monetary 
expansion consistent 
with its inflation-control 


target range. 


Monetary policy must 
focus on the factors 
influencing the trend of 
inflation six to eight 


quarters into the future. 


Core inflation, after 
remaining in the upper 
half of the target range 
through most of 1995, 
has recently fallen back 
into the lower half of 


the range. 


Other broad measures of 


inflation also declined in 
the second half of 1995. 
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3. RECENT DEVELOPMENTS IN INFLATION 


Over time, inflation results from excessive monetary expansion, although 
the lags between money supply growth and inflation can be long and dif- 
ficult to predict. The monetary transmission mechanism involves a series 
of relationships, beginning with the Bank’s influence on overnight interest 
rates and ending with the ultimate impact on inflation. Through its 
actions, the Bank promotes a rate of monetary expansion consistent with 
its inflation-control target range, which in turn should foster sustained 
economic expansion. 

Monetary policy actions must thus be forward-looking, focussing on 
the factors that will influence the trend of inflation six to eight quarters 
into the future. Developments in inflation over the past year have clearly 
illustrated the need to distinguish between fundamental supply/demand 
factors that drive inflation over time and transitory factors that do not 
have a permanent effect. Measures of inflation rose through the first half 
of 1995 as a result of both exchange rate and commodity price effects on 
consumer prices. However, as predicted in earlier issues of this Report, 
these transitory disturbances have had little effect on the trend of infla- 
tion. Thus, as these effects have diminished, measured inflation has fallen 
back and the excess supply situation in the economy has again become 
the primary factor affecting the rate of inflation. 


Inflation and the target range 


As anticipated in the last Report, the 12-month rate of increase in the core 
CPI has recently moved into the lower half of the target range. However, 
the speed at which inflation has declined was somewhat faster than 
expected, partly as a result of discounting by retailers in response to 
weak consumer demand. As of March 1996, core inflation was down to a 
12-month rate of 1.5 per cent, compared with a high of 2.7 per cent 
reached in May 1995 (Chart 1). The 12-month rate of increase in the 
total CPI was 1.4 per cent, down from a peak of 2.9 per cent in May 1995. 
Other broad measures of price inflation also fell back in the second 
half of 1995. The rate of increase in the fixed-weight GDP deflator was 
2.2 per cent in the fourth quarter of 1995 on a year-over-year basis, com- 
pared with 2.7 per cent in the second quarter of 1995 (Chart 2). The year- 
over-year rate of increase of the chain price index! for GDP excluding 
inventories — a measure of price changes that adjusts for shifts in the 
composition of spending — also declined over the same period. 


1. The chain price index for GDP, excluding inventories, weights quarterly price changes 
by the dollar value of expenditure components in the previous quarter. 
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The pickup in economic 
activity during the second 
balf of 1995 was weaker 
than expected. 
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Factors at work on inflation 


Excess capacity in product markets and slack in labour markets continued 
to place downward pressure on inflation over the past six months. At the 
same time, the upward pressure on the inflation rate from both commodity 
price increases and the past depreciation of the Canadian dollar lessened. 


Aggregate demand and supply 


After levelling off during the first half of 1995, economic activity in 
Canada edged up somewhat in the second half. Although the last Report 
suggested that only a modest pickup in growth could be expected in the 
third quarter, the anticipated further strengthening towards year-end did 
not materialize. One factor contributing to this outcome was a further 
weakening in economic confidence among households, which resulted in 
households reducing their spending in spite of significantly lower interest 
rates (Chart 3 and Technical Box 1). 


Chart 3 
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** Source: Conference Board of Canada 
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Technical Box 1 
Consumer Confidence 


Consumer confidence (as measured by the Conference Board’s index of 
consumer attitudes) fell considerably during 1995. It was particularly 
affected by a sharp increase in uncertainty regarding job prospects, given 
sluggish employment growth for much of 1995, and by the increasing 
concern of households about their financial situations. 

For a growing number of households, employment uncertainty has 
risen in the context of fiscal restraint and the associated downsizing and 
reorganizing of the public sector. At the same time, restructuring and lay- 
offs in the private sector have continued, particularly in industries that 
were formerly insulated from competition by regulations or trade barriers. 

A number of factors likely contributed to the worsening financial 
situations reported by households. Real personal disposable income per 
worker continued to decline, as growth in income remained weak. 
Furthermore, the upward spikes in interest rates in both 1994 and 1995 
made households feel more vulnerable to major fluctuations in financial 
markets. And the higher rates, in conjunction with an increase in the ratio 
of household debt to personal disposable income, caused the debt- 
service ratio to rise through most of 1995. A further reduction in housing 
prices in 1995 may also have contributed to a heightened sense of finan- 
cial insecurity. Finally, there may have been growing concern about the 
future of public pension plans. 

Given these developments, consumers felt that it was not a good 
time to make major purchases. Indeed, in 1995, consumer expenditures 
on big-ticket items such as homes, motor vehicles and furniture fell 
considerably. 

There are, however, a number of factors that are expected to 
improve consumer confidence and lead to renewed growth in household 
spending in coming months. A continuation of the solid employment 
gains in the private sector seen between December and March, especially 
if they increasingly represent new full-time positions, would reduce 
employment uncertainty. The net decline in interest rates since October 
will contribute to lower debt-servicing costs and should improve the 
financial situations of many households. The increased wealth associated 
with lower interest rates and higher stock prices should also encourage 
consumption. Indeed, there are already indications that household 
outlays, particularly on housing, began to rebound in the first quarter. 


Slow aggregate demand 
growth contributed to 

a widening of the gap 
between actual and 
potential output. 
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Activity in the second half of 1995 was also held back by a substantial 
reduction in inventory accumulation following the buildup of stocks in 
the first half of the year. On balance, after several years of strong growth, 
business fixed investment showed little change over this period. 

In marked contrast to declining domestic demand in the second half 
of 1995, exports increased sharply as growth in the U.S. economy picked 
up. Increased activity in the U.S. housing and automobile markets, 
together with continued strong demand for investment goods, helped 
stimulate demand for Canadian exports. Export demand might have been 
even higher had it not been for sluggish growth in overseas economies 
and some temporary weakness in the U.S. economy towards year-end. 

The slow growth in aggregate demand in the second half of 1995 has 
led to an increase in excess capacity, implying increased downward pres- 
sure on the trend of inflation. However, there is evidence that aggregate 
supply in recent years has been lower than previously estimated because 
of a reduction in the trend rate of labour force participation (Technical 
Box 2). This has led the Bank to lower its estimate of the level of poten- 
tial output by about 1 per cent since the last Report. The Bank now esti- 
mates that the output gap widened to between 2 1/2 and 3 per cent at 
year-end, up from between 2 and 2 1/2 per cent at midyear (Chart 4).? 


Chart 4 
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2. See the discussion of the Bank’s methodology for estimating potential output in the 
May 1995 Monetary Policy Report (Technical Box 1, page 8). 


Technical Box 2 
Labour Force Participation 


The labour force participation rate! fell from about 67 1/2 per cent at the 
start of 1990 to about 64 1/2 per cent at the end of 1995. Although the 
participation rate has had a tendency to decline in recessions or periods 
of slow growth and to rise faster than the trend during periods of strong 
growth, the current decline has been unusually pronounced and 
prolonged. The relatively weak growth in employment may have discour- 
aged more people from looking for work than would be normal at this 
point in the cycle. 

The cyclical rebound in the participation rate is, however, likely to 
be more modest than previously expected, since a number of develop- 
ments suggest that the trend participation rate may be lower than 
estimated earlier. These developments include the flattening out of the 
participation rate of women 25 years and over, the continued rising trend 
in school enrolment rates for people under 25 (the group with the sharp- 
est decline in participation rate) and the increase in early retirements. 
While these developments may have been affected by cyclical factors, 
they also reflect more persistent forces. For example, an increasing 
number of jobs require greater skills, a fact that is likely behind the rise 
in school enrolment rates for those under 25. Over time, these higher 
skill levels should tend to raise the economy’s capacity to produce goods 
and services, but the immediate effect of the lower participation rate is to 
reduce potential output. 

The more modest cyclical rebound in the participation rate, all 
else being equal, would imply a somewhat faster decline in the 
unemployment rate. 


Participation Rate School Enrolment Rates 


Youths, 15 to 24 
70 70 .48 48 


68 Actual 68 .44 AA 


66 .40 40 
64 .36 .36 
(62.5 yiS2 132 
60 .28 .28 
1976 80 84 88 92 96 1976 80 84 88 22 96 


1. The percentage of the population 15 years of age and over who have jobs or 
are looking for jobs. 
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The exchange rate and commodity prices 


Given the weight of imported goods in the average consumer basket in 
Canada, exchange rate movements typically feed through to core CPI by a 
factor of about one-fifth. Most of this adjustment normally takes place 
within two years after a change in the exchange rate. Accordingly, the 
impact on inflation of the major depreciation of the Canadian dollar 
(which was largely over by mid-1994) has diminished appreciably over 
the last six months. At the recent peak in measured inflation in May 1995, 
this effect was estimated to have accounted for over 1 percentage point of 
the core inflation rate of 2.7 per cent. This exchange rate effect is esti- 
mated to have fallen to about 0.5 percentage points in March 1996. 

The decline in this effect has been clearly evident in the prices of 
motor vehicles, where the year-over-year rate of increase in Canada over 
that in the United States fell from 2.9 percentage points in January 1995 to 
2.1 percentage points in February 1996. Increased competition and the 
effects of past improvements in productivity in both the retail and the 
manufacturing sectors have also put downward pressure on the prices of 
various imported and import-competing goods in recent months. 


Chart 5 


Bank of Canada Commodity Price Index 
1982-90 = 100 


Total Canadian dollars 


1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 


World commodity prices (quoted in U.S. dollars) have on average 
remained at relatively high levels since last October (Chart 5). Price 
increases have been most pronounced for natural gas, crude oil, grains 
and lumber. Both natural gas and crude oil prices have risen considerably 
following colder-than-normal weather in much of North America and 
Europe. Crude oil prices have also been under considerable upward pres- 
sure because a resumption of petroleum sales by Iraq is unlikely in the 
near term. Lumber prices have recovered following improvements in the 
U.S. housing market and in anticipation of an agreement to tax Canadian 
exports to the United States if they exceed prescribed limits. Grain prices 
have continued to increase as a result of firm world demand and adverse 
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growing conditions in the United States. In contrast, the prices of most 
industrial materials have fallen because of weakening demand (given only 
moderate world output growth as well as efforts by users to reduce 
stocks) and substantial increases in supplies. Declines have been most 
pronounced in the case of pulp, where prices have fallen by more than 
50 per cent from the peak in late 1995. The weakening in industrial mate- 
rials prices received by Canadian commodity producers has been reflected 
in a marked deceleration in the year-over-year rise in both the aggregate 
industrial product price index (Chart 6) and aggregate export prices. 

The impact of past commodity price increases continues to show up 
in selected consumer prices, with the clearest examples being the substan- 
tial price increases for both paper supplies and reading materials. How- 
ever, here again, the impact on core inflation appears to be decreasing 
from a peak of about half a percentage point observed in the fall of 1995. 


Chart 6 


Industrial Product Price Index 
Year-over-year percentage change 


1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 


Cost control and other factors 


A combination of sluggish demand in the second half of 1995 and fiercely 
competitive markets has maintained the pressure on producers to control 
costs and to raise productivity. Overall, cost increases have been low. 

Wages, the largest component of total costs, continued to rise at a 
very moderate pace during 1995, with wage settlements averaging 1.4 per 
cent in the private sector and 0.6 per cent in the public sector. (The aver- 
age settlements in the second half of the year were similar to those in the 
first half.) For the private sector, this represented a slight increase over 
the average in 1994, but in many cases wage increases have followed ear- 
lier substantial productivity gains. The unemployment rate has remained 
almost unchanged over the past six months, as encouraging gains in 
aggregate employment levels have been matched by similar increases in 
the labour force. 

Productivity (output per person-hour) was virtually unchanged last 
year, after impressive gains in 1993 and 1994. The lack of growth in 
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Chart 7 


Unit Labour Costs and Labour Productivity 
Year-over-year percentage change 
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Chart 8 


Real Wages and Labour Productivity 


1981 = 100, seasonally adjusted 
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“Labour productivity 
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* Labour income per person-hour divided by the GDP deflator 


productivity in the second half of 1995 resulted partly from the largely 
unanticipated slowing in demand towards year-end, since firms tend not 
to adjust their labour inputs fully to adverse demand shocks in the short 
run, 

This combination of some wage gains and little change in aggregate 
productivity caused unit labour costs to rise in the second half of 1995 
(Chart 7). 

The gap between real wages and productivity opened up slightly in 
the second half of 1995 (Chart 8). This reflected a combination of moder- 
ate rises in wage rates, lower increases in producer prices and the lack- 
lustre performance of labour productivity. The larger gap will encourage 
continued cost-containment measures, especially in the retail sector where 
the gap is most pronounced. 
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4. ACHIEVING THE INFLATION-CONTROL 
TARGETS 


Monetary policy is aimed at keeping inflation within the 1 to 3 per cent 
inflation-control target range. In light of the accumulating evidence that 
the trend of inflation was moving into the lower half of the range, the 
Bank reduced the operating band for the overnight interest rate by one- 
quarter of a percentage point on six occasions since the last Report in 
order to ease monetary conditions (Chart 9). The first move (31 October) 
was the day after the Quebec referendum, as the Bank took the earliest 
opportunity following this period of heightened market uncertainty to 
react to the disinflationary pressure. Two of the cuts (on 19 December 
and 31 January) took advantage of reductions in the U.S. federal funds 
rate, two others (on 25 January and 21 March) followed reports indicating 
that inflation had moved firmly into the lower half of the target range, 
while the most recent cut (18 April) occurred in the context of reductions 
in official rates by a number of central banks in Europe.? 


Chart 9 


3-Month Treasury Bill Rate and Overnight Financing Cost 
Daily es 


3-month 
treasury bill rate 


Over this period, money market interest rates declined broadly in line 
with the overnight rate as financial markets reacted positively to the 
Bank’s actions. Canada’s solid inflation performance and the pronounced 
progress that has been made towards achieving stated fiscal policy objec- 
tives, as well as declining short-term interest rates globally, all contributed 
to this improved sentiment in the money market. Indeed, Canada-U.S. 
short-term interest rate differentials narrowed over this period and are 
now negative (Chart 10). Despite this development, the Canadian dollar 
continued to trade in a narrow range (Chart 11). The firmness of the dol- 
lar appears to reflect the same factors that are supporting the money mar- 
ket, as well as the recent marked improvement in the current account of 
Canada’s balance of international payments. 


3. Effective 22 February 1996, the Bank adopted a new method for setting the Bank 
Rate, tying it to the top of the Bank’s operating band for the overnight rate (Technical 
Box 3). This change had no effect on monetary conditions. 
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Technical Box 3 
Setting the Bank Rate 


For about 16 years, the Bank Rate was set each week at a level equal 
to the average interest rate established at the auction of 3-month 
Government of Canada treasury bills, plus one-quarter of a percentage 
point. 

On 22 February 1996 the Bank adopted a new approach, in which 
the Bank Rate is set at the upper limit of the operating band for the over- 
night financing rate — the rate at which major participants in the money 
market borrow and lend 1-day funds. 

The operating band was established in mid-1994 when the Bank 
began acting to hold the overnight interest rate within a band of one-half 
of a percentage point.' Since then, the movements in this band have 
provided a better indication of changes in the stance of Bank policy than 
those in the 3-month treasury bill rate. This is because the Bank, through 
its operations, controls the overnight rate more directly than the 3-month 
rate. The 3-month rate is influenced both by the overnight rate and by 
market expectations of what the overnight rate will be over the next 
three months. 

With the new arrangement, the Bank Rate and the Bank’s operating 
band for overnight rates become consistent measures of the Bank’s 
near-term policy stance. This eliminates the uncertainty and confusion 
that had existed previously as to which was the key indicator of the 
Bank’s policy stance. 

The change also made the Bank Rate a more appropriate interest 
rate for the Bank’s transactions, which are typically for a 1-day term. 
These include advances to financial institutions and purchase and resale 
transactions with investment dealers. 

The adoption of the new method followed discussions between the 
Bank and the financial community regarding the future implementation 
of monetary policy under a new electronic payments system that will 
provide same-day settlement for large value payments. In this future 
environment, the Bank will provide overnight financing at a cost equal to 
the upper limit of its operating band. Thus, the new method of setting 
the Bank Rate will continue to be appropriate in the future. 


1. See “Monetary Policy Operations: Increased Emphasis on the Overnight Interest 
Rate” (Technical Box 3, page 16) in the November 1995 Monetary Policy Report. 
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The decline in short-term interest rates has been reflected in the 
Bank’s monetary conditions index (MCI) — a shorthand measure of the 
combined effect of changes in short-term interest rates and the exchange 
rate on aggregate demand (Chart 12). Since last autumn, monetary condi- 
tions have eased by the equivalent of about 200 basis points, attaining the 
lowest level in two years. 
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With many central banks cutting short-term interest rates, the interna- 
tional environment has provided a favourable backdrop for domestic rate 
reductions. Moreover, the reasons for easier monetary conditions in 
Canada seemed clear to market participants and, in most cases, the reduc- 
tion in the overnight rate was anticipated by them and already factored 
into money market rates. The Bank, nevertheless, proceeded at a measured 
pace in lowering the operating band for the overnight rate. By doing so, 
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The Bank has proceeded 
at a measured pace in its 


policy actions ... 


hoping to foster as 
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as little uncertainty as 


possible. 


it hoped to foster as much understanding and as little uncertainty as pos- 
sible about its policy actions at a time of narrowing short-term interest 
rate spreads and ongoing financial market attention to the high levels of 
government indebtedness and the political situation in Quebec. 

At times in the past when there was significant financial market 
uncertainty, monetary policy actions aimed at easier monetary conditions 
provoked a sharp drop in the value of the Canadian dollar that set up 
expectations of further depreciation. This led to heavy selling of Canadian 
dollar assets and thus to sharp increases in interest rates — sometimes 
when lower rates would have been appropriate given the prevailing eco- 
nomic conditions. The measured approach to lowering overnight rates 
during the last six months appears to have helped minimize uncertainty, 
thereby facilitating the easing in monetary conditions. 


Chart 12 
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The premiums that medium- and long-term borrowers of Canadian 
dollars have had to pay relative to borrowers of U.S. dollars have begun 
to decline but remain relatively high, indicating that investor uncertainty 
has not disappeared. For example, the differential between Canadian and 
U.S. long-term yields has fallen below 1 1/2 per cent (Chart 13). This is 
down from the peak of 2 per cent prior to the Quebec referendum, but 
still significantly above the average of about 1 per cent during the 1970s 
and 1980s — a period when the differential incorporated a higher 
inflation rate in Canada than in the United States. 
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Chart 13 
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5. [HE OUTLOOK FOR INFLATION 


In assessing the outlook for inflation, the Bank must consider the 
implications of various factors — including the external eco- 
nomic environment, consumer and business confidence and monetary 
conditions — for the future course of aggregate demand. It also looks at 
information on measures of inflationary expectations and at the pace of 
monetary expansion to shed light on the future path of output and inflation. 


Aggregate demand and supply 


The most important element in Canada’s external economic environment 
is the U.S. economy, which grew by 1.3 per cent during 1995. The year- 
end weakness in the U.S. economy continued in the early part of 1996 as 
a result of a series of federal government shutdowns and adverse weather 
conditions. However, as these temporary factors have disappeared and as 
domestic demand responds to the easing in short-term interest rates, the 
U.S. economy appears to be returning to a path of steady growth. 

While economic expansion in the major European countries slowed 
during 1995, the Japanese economy began to show signs of renewed 
strength towards year-end. A general firming trend is anticipated among 
the major overseas countries during 1996, sustained in many cases by an 
easing in monetary conditions. In addition, continued expansion in the 
emerging markets of Southeast Asia is expected, as is a recovery in Latin 
America. 

With further increases in supplies and ongoing reductions in stocks 
by users, prices for pulp and paper may continue to decline over the near 
term. The prices of both crude oil and natural gas should fall back as 
weather conditions moderate. Nevertheless, on average, the prices of 
other industrial commodities are expected to remain firm at high levels 
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consistent with a solid pace of expansion among the major industrial 
countries. 

The positive contribution of external demand to the expansion of the 
Canadian economy should continue in the first half of 1996. This will be 
reinforced by the strong competitive position of Canadian industry, which 
favours both export growth and further substitution of domestic 
production for imports. 

Domestic demand is also expected to begin to strengthen, but only 
gradually. With many households concerned about both job prospects and 
their financial situations, expenditures on big-ticket items will likely 
remain relatively modest over the near term. In addition, fiscal restraint 
will continue to affect aggregate demand directly. Ongoing inventory 
correction could also restrain the pace of activity, although to a lessening 
extent, and business investment intentions point to some softness after 
several years of rapid growth. Nonetheless, there are signs of a gathering 
momentum in domestic demand. Recent growth in employment and 
income, stemming partly from the expansion of net exports, should 
encourage household spending. The significant easing in monetary 
conditions since last spring should also begin to improve confidence and 
provide an important boost to domestic demand. Indeed, data on retail 
sales and sales of existing homes for the early part of the first quarter 
indicate that a recovery in household spending is under way. And with 
fiscal consolidation proceeding at all levels of government, risk premiums 
in interest rates along the yield curve have begun to decline and individuals 
have become less concerned about the possibilities of future tax 
increases. 

All told, external and domestic factors suggest that economic activity 
will expand faster in the first half of 1996 than in 1995. However, the 
factors at work also suggest that slack in the economy will not be taken 
up in any significant way until the second half of the year. Recent private 
sector forecasts are broadly consistent with this scenario. These forecasts 
suggest that total demand (in volume terms) will expand by slightly under 
2 per cent on an annual average basis in 1996, with a profile pointing to 
a strengthening in the pace of activity to around 3 per cent at annual 
rates in the second half of the year. 

This analysis suggests that the downward pressure on the trend of 
inflation coming from excess supply will persist through the year. 
Similarly, labour market conditions will continue to contain wage 
pressures. It is also expected that stronger economic expansion this year 
will lead to renewed productivity growth, which will help keep overall 
cost increases low. 
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Temporary factors affecting inflation 


The pressure on core inflation from past depreciations and earlier 
commodity price increases should continue to abate over the next few 
months. Stabilization in the value of the Canadian dollar over the past 
year, together with recent declines in the prices of many industrial materials 
(especially pulp), is easing the pressure on core inflation from these 
sources. Furthermore, anecdotal evidence continues to suggest that 
competition in the Canadian retail marketplace remains intense, with 
strong consumer resistance to price increases. 

Part of the decline in core inflation observed since November 1995 
may have represented temporary discounting by retailers in an effort to 
clear unwanted stocks, especially seasonal items. Once retail inventories 
return to more normal levels, and to the extent that household demand 
starts to gather some strength, some of the recent reduction in core 
inflation that came from this discounting may be reversed. 

On balance, the upward pressure on core inflation from transitory 
factors should continue to ease in coming months. 


Measures of inflation expectations 


The formation of expectations can play an important role in the dynamics 
of inflation. For example, changes in the exchange rate or in commodity 
prices, instead of just affecting the price level, can influence the trend of 
inflation through their impact on expectations. Over the past year, how- 
ever, such relative price movements seem to have affected core inflation 
only temporarily, and short-term inflation expectations have subsequently 
begun to fall back. In the December quarterly survey of Canadian busi- 
ness confidence conducted by the Conference Board, 83 per cent of 
respondents expected inflation to be 2 per cent or less over the near 
term, compared with 72 per cent in the previous survey. In the 
Conference Board’s March quarterly Survey of Forecasters, it was 
anticipated that CPI inflation would average about 1.6 per cent in 1996, 
down from just under 2.5 per cent six months ago, and would edge 
up to just under 2.0 per cent in 1997. Longer-term inflation expectations 
reported in the surveys have also fallen into line with the midpoint of the 
inflation-control target range, indicating the growing credibility of 
monetary policy (Technical Box 4). 

Long-term inflation expectations can also be gauged by looking at the 
yield differential between long-term conventional (or nominal) and 
Real Return Government of Canada bonds (Chart 14). While this 
differential is affected by a number of factors other than inflation expecta- 
tions, the influence of these other factors probably changes slowly.* 


4. Two factors would tend to widen the differential between conventional and Real 
Return bonds. One is a premium on conventional bonds for inflation uncertainty. The 
other is that Real Return Bonds would typically attract a clientele with greater risk 
aversion to inflation and higher inflation expectations. A third factor, acting in the oppo- 
site direction, is that the yield on Real Return Bonds incorporates a premium to compen- 
sate investors for the liquidity risk associated with the small size and low trading activity 
of the Real Return Bond market. 
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Technical Box 4 
Target Inflation and Expectations 


Inflation-control targets can help anchor inflation expectations. The more 
credible the targets, the more they reduce the risk that relative price 
increases stemming from exchange rate or other temporary shocks will 
generate expectations of higher trend inflation. The adjustment of expecta- 
tions to targets may take time because credibility is earned only gradually 
in light of the actual evolution of inflation and the perceived commitment 
of the authorities. An examination of the profile of inflation forecasts over 
the 1990s illustrates how expectations have adjusted to the Bank’s targets. 

Both the Conference Board’s Survey of Forecasters and Consensus 
Economics’ Consensus Forecasts show that expectations of future inflation 
declined fairly steadily from over 4 per cent in the first half of 1990 to a little 
over 2 per cent by the second half of 1995, with similar profiles at prediction 
horizons ranging from one year to 6 to 10 years.! 

However, the fact that medium-term expectations remained above the 
midpoint of the target range for some time is consistent with expectations 
adjusting only gradually to the targets. In the first half of 1992, for instance, 
expected inflation rates for 1995 and 1997 were still around 3 per cent, well 
above the target midpoints for those years. However, by the second half of 
1995, expectations at the 3- and 5-year horizons had been trimmed to 
roughly 2 per cent, broadly consistent with the midpoint of the announced 
range through 1998. 

While the adjustment of medium-term expectations to targets was proba- 
bly encouraged by the actual experience of a declining trend in inflation, 
short-term expectations were sensitive to short-run movements in inflation. 
Changes in expectations at the 1-year horizon, for example, echoed changes 
in current inflation in 1994 and 1995, but expectations at longer horizons 
remained on a fairly stable downward trend. This suggests that in the last two 
years, forecasters have tended to discount deviations of current inflation from 
the midpoint of the target range as temporary developments. 


Inflation Expectations at Various Horizons* 
Plotted against dates forecasts are made 


1 year ahead 
Target range 


3 and 5 years ahead 
(average) 


pie let ental} | pli 


1990 1991 1992 1993 1994 1995 


* Based on various surveys of consumer price inflation by Consensus Economics Inc. 


1. In 1990, inflation expectations for 1991 reached 6 per cent, owing to the 
planned introduction of the GST, but expected inflation for 1992 and subsequent 
years was about 4 per cent. 
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Thus, movements in that differential probably reflect changes in inflation 
expectations reasonably well. Moreover, in contrast to survey data, this 
measure of expectations is available continuously and reflects actual 
financial decisions based on forecasts of inflation by market participants. 
The differential rose to a peak of about 4.6 per cent in mid-1994 and 
has come down since that date somewhat more rapidly than the longer- 
term forecasts of inflation. It currently stands at about 3 1/4 per cent — 
close to its lowest level since Real Return Bonds were first issued in 1991. 


Chart 14 


CPI Inflation Forecasts 6 to 10 Years Ahead 


and 30-Year Bond Yields 
Monthly 


Conventional bonds 


Real Return Bonds 


B Inflation forecast 
(semi-annual) ** 
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* The differential is calculated using the appropriate compound interest formula. 
** Source: Consensus Economics Inc. 


Monetary indicators 


Monetary aggregates have been useful indicators of near-term output and 
price-level developments. For inflation, the broad aggregate M2+ (espe- 
cially when adjusted for substitution into longer-term mutual funds) has 
been the best indicator (Chart 15). It has been growing at between 3 and 
5 per cent annually for some time, which is consistent with inflation 
remaining in the bottom half of the target range. 

The most valuable indicator of near-term changes in output has been 
real M1. This narrow aggregate, which measures the real value of transactions 
balances in the economy, grew quite rapidly throughout 1995 (Chart 16). 
Some of this reflects rising deposits in current accounts in response to the 
more competitive interest rates paid on some of these accounts (Technical 
Box 4 in the November 1995 Report). However, even after allowing for 
this technical factor, the expansion of real M1 appears consistent with a 
pickup in GDP growth in the first half of 1996. 
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Recent work at the Bank has identified a statistical model in which 
M1 provides leading information about the medium-term trend of infla- 
tion. This model suggests that inflation will average under 2 per cent per 


annum over the next couple of years. 


Chart 15 
Core Inflation and Adjusted M2+ Growth* 
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Chart 16 


Real GDP Growth and Real Gross M1 Growth 
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* Two-quarter moving average of growth of real gross M1, one quarter earlier 
oS 


5. In the spring 1990 issue of the Bank of Canada Review, the article “Recent develop- 
ments in monetary aggregates and their implications” by Louis-Robert Lafleur and Walter 
Engert summarizes recent econometric research at the Bank on the M1 aggregate. 


22 


Mi ON) (ROD RAY AR BY rR Oni. ic Ree Po ORT 


6. CONCLUSIONS 


As anticipated six months ago in the last Report, the effects of past 
exchange rate and commodity price movements on inflation have begun 
to wane. Thus, both total and core CPI inflation have moved into the 
lower half of the inflation-control target range. This movement occurred 
somewhat earlier than expected, partly as a result of price discounting by 
retailers in response to weak consumer demand. 

With a significant amount of excess supply in the Canadian economy, 
the outlook for the balance of 1996 is for the core rate of inflation to 
remain in the lower half of the inflation-control target range. This 
prospect is reinforced by a projected further unwinding of the temporary 
effects on inflation stemming from past movements in the exchange rate 
and commodity prices. 

For the medium term, a key issue is whether the trend of inflation 
might move below the Bank’s 1 to 3 per cent target range for inflation 
control. As discussed in the Report, a solid pickup in the pace of activity 
through 1996 and into next year is expected to begin to take up 
economic slack. Nevertheless, the fact that this scenario would still leave 
a margin of excess supply in the economy points to the possibility of the 
trend of inflation falling below 1 per cent six to eight quarters into the 
future. This in turn would imply an easing in the desired medium-term 
path of monetary conditions. However, consideration must also be given 
to the possibility that, in response to the significant easing in monetary 
conditions that has occurred during the past six months, the economy 
could turn out to be much stronger, particularly if there were a 
pronounced turnaround in economic confidence among households. Some 
further monitoring of the flow of economic information may therefore be 
needed to come to a judgment on the balance of risks regarding the trend 
of inflation. 


This is a report of the Governing Council of the Bank of Canada: 
Gordon Thiessen, Bernard Bonin, Charles Freedman, Paul Jenkins, 


Tim Noél and Sheryl Kennedy. 
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FURTHER INFORMATION ABOUT 
THE BANK OF CANADA 


Internet 


http://www.bank-banque-canada.ca 

The Bank’s home page offers general background as well as timely access 
to press releases, speeches by the Governor and many of our major pub- 
lications. Current exchange rates are updated daily. 


Publications 


Bank of Canada Review 
A quarterly publication that combines economic commentary and feature 
articles with a set of statistical tables. By subscription. 


Bank of Canada Annual Report 
Provides an overview of the central bank’s functions as well as financial 
statements. Published annually in March. Without charge. 


Weekly Financial Statistics 
A 16-page package of banking and money market statistics. By subscription. 


For information about these and other publications, contact 
Publications Distribution. 

234 Wellington Street, Ottawa, K1A 0G9 

Telephone: (613) 782-8248 

E-mail: publications@bank-banque-canada.ca 


Public Information 


For general information on the role and functions of the Bank, 
contact our Public Information office. 

Telephone: (613) 782-7201 

Fax: (613) 782-7713 


25 


i 


it 


<< 


=) he et hea ~ Wee 


— 


a ay 
~ be " A 
- a _ a 
hak 7 _ é 


eer. 
Fa Ripgen 


t a orf ‘ at os : : 
, : . ; a mt \o- i la eae 
use Keeneenoenios Wands dscideno> Ine ; 
2a Ss aes eens 


As f 29 
ae . Tate be! anna & 


«4 Fac Aadays Cite 


“Pasty it ‘Hobie sa hn LN | 


; sabe VP Lora Sth wt wt oy ith bit in © 


lad a BON ches HE 


torn 


2 «thot Meoluyary Puird Hleol i i Ad ti 


the Bunk of Candia 2. ; ora 36° Ste 
en iws, oro oi eabaoegepnad a densi dege 
ey nd meek $0 ht cath af maha ‘oh 1 ema 
Review Vaytumn): onion es 


« sated eare W pe eg, diet) a ausyy " 
hat Wepling reeuen 1067-28" (ete <e h Ni 
ETT 88 eee 


Vhiessee, Qragialern, GL VOUS. °) nee readnig cial rial i \etertizaion if meine = 
nary pedioy 14 Cayaale* “Dye MERMMA Clams, Loerine, ih | 
Carehteaae Ayanee ane) 2)” 


WOR Ghooumy ard sel polickes: Oriente and 
intepartegie” Npreogty te Fhe Widad ag 2296 Si sai 
— Cugestiag ‘ aay 


ow. Mo, - a Pe na “ i ie of — - 
7 oo | : . 
! 


9 


€LLL-Z8L (E19) : InatdosgjaL 


LOZZ-Z8Z (€T9) : euoydajaL 
> onbyqnd uoneuwsojul,p so1aslag ay doAv Jonbrunwwoo ‘anburg Pry] 


9p SUOTIOUOJ So] Jo VIQI os] INS xnvigues SJUDWIOUSIOSUdI Sop IU9IgO INOdg 


anbiqnd vonewsoyuy 


vo epeuvo-onburq-yueq@suonvoryqnd : anbruonoaja Jowsno) 
8h78-Z8L (E19) : euoydgjaL 

690 VIM (OHeIUO) PMENO “UOISUTT[OM NI “FEZ 

suoneolqnd sap uolsnyjIp ke] ap ddIAJag 

> ne Jassoipe,s ‘somne,p ja suonvoryqnd sao Ins Jouslasual as nog 


‘JUdUIOUUOde Ing ‘aJIe}QUOT 
Qyoieul 3] Jo sonburq sat ins sonbnsnejs ap sased of ap [lenosoy 
sasa1ouvuy sanbisivls ap adippyvwmopgeg u1jayjng 


: WMI ‘sIew Ud Weed 
“sialoueuy $iej9 Jo afemUaD onburq ve] ap suOoTOUO] sap JoAINS 
ppvuvny np anbuvg v1] ap januuv j4oddvy 


‘JUsUIaUUOGe Ins ‘sonbnsneis xnvajqei ap 19 Ppuoj op 
sopoe.p ‘anbrwouoss ayyenjov] Ins sasvyUSWIWOS ap JalNsowIN gsuapuoD 
pppuvy np anbuvg v] ap anaay 


suoneolqndg 
‘yUsWdUUAaIpNoNnb snof e& stu yUOSs Inb ‘asuvyo op xne} 
xne.nb Isure suoneoyqnd sayediourid sou ap asiquiou puis un & ‘InduIdANO3 
np suonnooye xne jo assaid ap sanbrunwiwoo xne opides saoov un jowad 


JO xNvIQUNS s}UDIDUBIasSUdI sap yUaNUOD anburg x] op Jlenoov.p a8ed vy 
vo epeuro-onburg-yurg MMM //:dyy 


JDUJOVUT 


VAVNV’) Nd ANONVG VI 
wns SLNAWANDIFSNAY 
SHTIdWV SNId AG UINALAO ANOg 


GE 


‘7Z-L9 ‘d ‘sdwajuyd ‘yppund np anbupg 
DI ep anaay ‘O66L Ul PJ4OM AGL, VUdIZJUOD YI OP UOISKVdDO] 
e asgouoUOId UOTINDOTTe ‘«avJaspnq onbiyyod x] ap jo aeJQUOW 
anbrnyod vy ap suonoesajUI 19 SUONeIUSIIO SoT» (9661) 


‘8c-Ip ‘d ‘ala ‘pppuvD np anbuvg v1 ap anaey 
‘UOPUI|H-SHWUAH BuUdIJOJUOD ‘«epvuRD ne sirejgquow onbmiyod 
ve] op UOIsstwsuUeN Pe] 19 SPNIWDOUI.J» (S661) “D UOpIOH ‘uassatyL 


‘tr-¢ ‘d ‘sdwajund ‘vpyunD np 
anbuvg VY] ap anaay ‘«saduanbasuod sas ja soireJQUOW s}esoI3e 
SOP 3]UDD9I UONNJOAI,J» “(O66L) Wasuq Joep, 19 Woqoy-stnoyT ‘Inoyey 


'6S¢-¢¢ ‘d ‘ouwojne ‘Yvpyuny np anbuvg Vv] ap anaay 
‘“<anbnijod vy] ap alnpuod vy suep soaiiejQuOUW suONTpuOod sap 
DIPUL,. IP 1 SdJTVJQUOU SUOTIIPUOD Sdp IOI IT» “(S66T) 


(epeuryg np onburg vy] ap soidne opnja.] op 
yied & soi sap Jomnooid as ynod uO) ‘uOIBUTYsEA, ‘;TeEUOTIeUIOIUT 
SMvJQUOUL “SpUCT IjoIeOD Ojie> Oo. OUTIEd Pp [sPulo,. “op 
uolNdalp ey snos atjqnd ‘sasuaiadxg Ma4junop pup sanssy Aoyog 
Aqypiqvis dapjauopy A0f sYAOMAWUDAY ‘«ePeUeD UI XOPUT SUOTIIPUOD 
AreJoUOW dy] JO PUP SIOJOIPUT JO 9sN dU» “(H66L) SopeyD ‘uUrWpsoI14 


‘SOIQUINU SIDAIP ‘('-"Y) SospuoT ‘preqqny ‘Ww diyyd 
‘SISDIAAOY SNSUASUOD “(S66I-166L) ‘OU SotuUIOUOCDY snsuasuOD 


‘sieul ‘suajspoa10g Jo daains °(9661) 
‘sdwajuid ‘sunajpuwuosuod sap sepnj1jjy sap a1Puy *(9661) 


‘IOATY 
‘sastAdadJua Sap AQUYYUOD ap AI1IPUT “(N661) BPpeUeD Np pleog sduUdIAJUOD 


‘98-¢g ‘d ‘Ioaty ‘pppuvyDd np anbuvg v] ap anaay ‘«aie\QuoWw 
snbnyod ey ap sjnoalqo sap joafns ne vperurg np onburg 
eT op jo owsuIIANOs Np UONeILIIIG» ‘(F661-€66L) 


‘€z-¢ ‘d ‘aiquiaidas ‘vppuny np anbuvg v1 ap 
enday ‘«aInsaw ap suonsonb ja anbneid sipsio,p suonesapisuoo 
sone : UONeYUL] ap UOoNoNpsl ap sa]qiIo say» (1661) 


‘Iz-¢ ‘d ‘sivu ‘vpppuny np 
anbupg v1 ap anaey ‘«anddey e& uoneusauNoSoOp jo anbrunwwo) 
UONeYUL] op uUoNonpsl ap sajqio» (1661) epeuey np onbueg 


ory dessorqia 


4°89 Vv abc N Oo VaR ene Isto. YF anos a Sat = MGB To Wires BN 


vC 


“APaUuuUdy JALIYS JO JOON WiLL ‘Sitleual Jn 
‘UDUPAIA] SAADGOD “UlMOT PAVUAAG “UASSArg ], UOPLOLH AP ASOGuLod 


np anbuvg VY] ap UO1jIAALP Ap [lasuoy np auviua 140ddv 


‘UONLYUL] Ip douvpuUd) ve] JURINOJUS sonbsir 
sop ojuvljnsal vl] ap sapl oun oasey as mOANOd ap jueAe sanbrwou0l9 
sa9uuOp sat said ap oJAINs & JONUNUOD OUOp vIpNey [] ‘sosvusow 
Sd] ZOYD sUIssap as SoURYUOD dp UTesdI WO} un Is jnons ‘ajsnqos snjd 
dnoonvad dJaAdI 9S STUIOUODI] ‘STOUT SIOTUIAp XIS sap sINOD Ne sNuUdAINS 
SOII¥JQUOW SUONIPUODS sap sanbievur aua}ap LI op INdAvyj vy] v.nb suyiqissod 
VP] JOJOPISUOD {Nj [I ‘OYOURADI UY ‘“SdaJIvVJQUOW SUOTIIPUOD soa] Inod amas 
uadoum e& dayeyNos aopalen ve] op yowossi[dnosse un Jasestaua Wessnod 
UO “YesNaJOUOD 9S OTIBUDOS 99 IG ‘saIsoWIN WNy & XIS sUeP % T OP SUIT] 
PI] snos Jaquio} YWeslInod ayjarouepus) uoneyury aonb sasoddns yesassiv] 
Inb 39 ‘asvJUAPVOXS WeJoINIUIap IIJJO.] ‘Seo 99 sUeP dO SIV, “UTeYyooId 
ue] Op Indep Ne 19 N66I OP SuOy nv yno} 9UANDV] ep astidar ayou oun 
B JOVIS IOqIOSOI 9S B IODUDWUIOD JdTeIADP sdasiynul sayoedvo say ‘Inevy 
snjd suuONUSUW 939 B JI JWWOD ‘onburg x asta aonb % € & [ Op UONLUT,] 
ap osWeU ap aNodYOINOJ LI AP dINoIJOJUT JWI] eT ap vSdp ua vIOqUIO} 
a[[afourpua} UONvYUl] ap xnej J] Is NOAvS & ajsar [I ‘owWso] uaAow ¥ 

‘aseiuvaArp Jodwo}jsa.s 
JUdTeIAOp oseq op syinpoid sap xiid sap ja asuryo ap xnei np soassed 
SUOT]VIIVA Sop UONeYUL] Ins sosre1oduida) sjajjo soy aonb snjd jurine.p 
‘O66 Op uy ey e.nbsnf o[qio snayoInoj ev] ap oINoWayUT oIOW ve] suep 
JOINIWAP WIAIP IOUdIIJaI Op soIpul Jed soInsow UONeYUI,] ‘auUsTpeuvo 
aTwWOUOSS,| 2p Ulos nv oallelUapgoxa ajo ajurwodul| guuop jury 
‘UOT]VUWIOSUOD 
ve] Joouvjor op smodsoy suep sjuvyiviap soy sed sonbneid siteqei sop 
juoWUIejJOU UOsI¥I Ud ‘nAgid anb 101 snjd nod un aynpoid jsa,s uoNNTOAd 
andy ‘UONeYUL] ap osiyew ap sj[qio aNeYyoINOJ ve] op oINoayUul aTOW 
e] SUBP SNPUdOSdP JOS DOUdIIJOI OP SOIPUT.] ap Injao anb Jeqo]s Odi] op 
JUIWASSIOINO’ Pp XN} J] JUL) ‘IsSUTY JONUDNIY,S & SDUDTUWIOD UONeYUL] Ins 
aseq ap syinpoid sap xud sap jo a8uvyo ap xnv} np sainariojue suOneIIeA 
Sop jJojja ‘stour x1s e A pt nied ‘soddes yuapaooid ay WeAoagid ay swWOD 


SNOISNTONO’) 9 


We Gh INDO 3 na ai frye St vw Se 


‘anDuvg Vv] asia 

anb u01jv ful] ap aStAqIvUL 
ap ajyjagojAnof vj 22aav 
JIQUVAMUO) AtnNamtap aus] 


JANOD VB anaasd u01jv) {U1 J 


‘anbmmouoza 

21101J9D,] ap UO1JYAIBIJAIIV 
aun ja uO1WvL {Ul p 

xnvy ajqivpf{ un sasvsasad 
ISSIVD] SAAIDIDQUOML 
SIDBAABY Sap U01}NJOAA, T 


eo 


“LIN le8e0i8¥,] Ins onburg vy ev 
JUDJUTTUAIAI San oajjo SanbyNaWUIOUOSS XNVARI] Soy sUUNSaI ‘S2agUaNbasuod Sas Ja SAAIDJOUOUL 
SIDSAASD Sap ajuadad UOLYNjOAd.T yJ[NANUI ‘Wosu_ Jaye~A, op 1a INoYe] Uoqoy-smMoT 
ap apie] ‘pppunyD np anbuvg vy] ap anaey Fe] 2p 9661 sdurayuud np osJouinu a] sued °¢ 


alapisuod ansawin a] epadceid ansowin 
Np saijryo ‘Jaer nq TI op souvsSsIOIO ap XNvI Np sansouli XNap Ins sfiqoul auUSAOW| , 


9661 S661 v661 e661 2661 1661 0661 6861 8861 L861 
e ee ee ptt si- 
v- Ol- 
ne (Qyones op a]JOyoa) 
& Jeet NIG TN = 
oO }— fo) 
SE) xe S 
ice ce (euoIp 4 
g La PP PIP 2) Sl 
Jot did 
8 -— oz 
ON iss rd 
sjanuue xnevy, 
[294 NIG LW IP 22 [994 Aid NP ddULSSIOID op xnvVI, 
91 anbrydeip 
‘ soguue 


soureyoosd stoi no xnap sap sinoo ne % Z Sd] snos dJUUdAOW Ud vIANIS as 
jonuue UOneYyUL,p xne} a] ‘ayapow 90 soide.q “UOTeYUT,] ap ows9] uakow ve 
DOULPUD] PL] INS SOSDULAK SUOTLOIPUI Sap WuUINOJ [Ww Jenbe] suep anbmrysnyvs 
dJ2apowl uN,p ds9}0p jsa,s onburg vy] ‘s}JUdDII XNVALI] OP dIPKO J] sue 
‘0661 ep eNsowess Jonweid ne gid Np sdUPRSsIOIO 
RP] Op UONeIaTa00B8 UN SaAeK a[qnedwod ajquias sjaaI sautIa] Ud TW ap 
uolsuedxa,| ‘anbruyoa) dipso,p Inajovrj 90 ap aidwod juan uo nbssoy swew 
\uepuoday ‘Guoddyy np C66 eIquaaoU ap UOsTeIAT] eT OP F Onbiuyoa} 
dION BP] JIOA) saiduiod sd. ap suTeywad Ins sasIdA JOIOIUIpP xnv} sop 
JonusIINOUOD snjd NvdATU UN & JUSWOdAIIOI Np dans ve] & ANUdAINS s}ULINOD 
sojdwiod sol suep siodap sop uonriususney ied ansed ua oanbriyjdxa,s 
Jossa uog ‘(oT onbrydeiy) C661 Op SUOCT Ne INO} NIOOV JUSWOUWOJ son 1so,s 
‘MUIOUOSS,| SUBP UOTOeSURI] AP SassIvoUd Sap SUINIJOA da] sInsow Inb ‘Wons 
suas ne yesoIse 19D ‘apn snyd ay osaAe 3sd,s nb uONONposd vy op outId} 
JINOD V SUOTIVIIVA SOP INDILOIPUT,] ISO S[IdI SdUIIO] Ud [TW IesdIBL.T 
‘QIQIO DNOYOINO|J LP] Op JINdTJOJUI aNIOW VI SUBP UONeYUL.p xnvi np 
UdNUIVUT ST OdAv aTqneduwod jsa Inb 99 ‘% ¢ & € ap DaslTenuUL DOURSSIOIO 
oun sdwoa} ureyia5 un stndap weuuoo [T “(ST anbrydesy) (awa) Buoy snjd 
eB sjuowdor]d ap sjaninu spuoj say ja sayUesOduIOD sas anud uOTININsqns 
eT ap ajydwod sua} snod 9a81IJ0D ysa [Inbssioy ions) +7 981] suas 
ne Jesoisv] JSd9 UONLYUI] Op sd} NOD ek UONNTOAD] assaysn{ ap snyd 
a] OaAv WOAdId Inb sInaiworpur,y “xiid sap uOoNOAY,] ap ja 9WId) WNOS kv 
uolonpold vy] ap sayNn sinalVoIpuUl sap JUSNITSUOD SdITeIOUOUT S1VSIIBe SIT 


SIITEJQUOUW SINIBJVOIPUT SIT 


its (Ei A Eos ea a) A ay Oviel ML re ‘el Vv wi a or S al WSs MRED Ui Wat (A Sat | 


6% 


‘sorgiouruy SUONNINSUI Sop sjanynut 
SPUO] Sop jo epeuLD np susieda.p suonesygo sop giofew +7 ev pUOdS>aLIOD ISIIIOD +7, 


9661 S661 vé6e6l £661 2661 1661 O661 6861 8861 L861 


(QYyoNnes ap aTJoupa) 
QBIIIOO +Z7IN 


(auoxp ap aT[24y2) ee 
uoneyu] 1 : 


(yone8 ap 9112499) +27 *, 


ri L_ 
Jonuur JUoWossl]s Uy 


,281IIJOO +ZWW IP ULSSTIOIS ap xnvV} 
39 DDUDIIJII IP IIIPUL J UOTIS UONLTJUL.p xnv], 


S$. onbrydeiy 


‘[eoI JUSTUApUSI & SUOTIeSI]GO sosatuoid sap ‘T66T US ‘UaWdoUP] 

a] sindop jurone we jinb neaaru seq snyjd 3] JUoWaTJanjoe suTsTOAR WLIO 

129 ‘% F/T € UOMAUS Y ‘salgnbusa sa] UOTas aWJa} Buoy & NAgid UONeyUrp 

xnv} oJ onb yuaweapides snjd nod un stndap ardor 1sa.s ‘P66 ap Noryrw 
ne % O‘F UOIIAUS,p JowWWOs UN JUTONe ev Inb ‘jUsWapuUal 9p Wvd9,T 

‘soyoseu xne sjuedionied say red ayduroosa 

uoneyul,p xne] np uonouojy uo sastid JUSWOATDAIJa IoIUReUy SIPIO,p 

SUOISIDap So] WNpeN [I Jo JUOWOW Ino} & d[qIUOdsIp oinsauI dUN jsd Wedd 

joo ‘sajgnbua sop soa saouuOp xne JUsWoITeNUOD ‘snid aq ‘sajuane 


‘QUI SOMOUOSY SNSUASUOD : AIANOS 4» 
Sasodulod sigJaqur sap [No[vo a] nod ajusuTLISd apnuoj ey ap uoAOW ne Yquig . 


9661 S661 vé6é6l €661 c661 


4x(SO][OLNSauas SdguUOP) 


--~-. ,jUoUIOpUaI ap ye)Og CS ee oe ak a 


[ear JUsWIOpUaI & sUONneSTIGO 


SaMBUIPIO SUONeSITGO 


ol sod OF 
So][ONSUSW SOQUUOGT 


SUP 0¢ B SUONESITGO Sap JUSWApUDI ap xnv} 39 pse} sn{d 
suv OT & 9 snod nazid usAOW OdI_J OP UOHLJUOWSNE.p xnvy 


FL onbrydeiy 


Yi Giy iN W D> Wi Fel SRO NEW aa 


Li 


'% } UOMAUDD) TEI SAULAINS SAQUUP S2J 19 ZG6T INod npuane xnvx} J] seu ‘Sq EP] AP 
anaaid uoneINvISUL] IP Wey NP % O JUIoNe & LG6T Inod npuene uoNLYULP Xnw} JI ‘OG61 UA ‘T 


‘DUT SOTUOUODY sNsudsUOD 
Jed soguow uoNeUTWOsUOD ¥Y & xUId sap assney P| Ins soygnbua.p syeyNsaI so] UOTAS , 


S661 vé6é6l €661 e661 1661 0661 


(quuadow) 
sue c19¢ 


2[Io dVoyoINo 


assiosqe ua uOTsTAaId eT] ap a1eq 
,SUOZIIOY SJDAIP & SNPUD}e UONLTUL.p xnvy, 


‘someioduia} sougwousyd sap asurtuod J{qIO sNaySINOJ VP] op uvIpow yuTod 
ne wodder red uoneyulLp xne} np suvog sa] depIsuOdD JUOWZTRIQUaS JUDIE 
saystuUOIsTAgId soy ‘sue xnop stndap ‘anb ouop syquuas |] ‘WUSWIOT[NBaI Zasse 
JONUIWIp & SNUTJUOD JUO duWIS) Suc] snjd ev snpusne xnv soy aonb ssoje ‘C66 
12 F661 US SaAIasqO xNv} Sap Safed dIaJjel JUO uv UNpP UOZTIOY] & snpuane 
uoneyulp xnv] sap suonriea soy ‘ojdwoxo Jeg ‘uoneyurp xne} np seinp 
duno sp suoNenjiony xne Ivar yuo ‘saya ev Juenb ‘ouso} NOD wv sayUaNe 
So] ‘UONLYUL] Op ossieq vT e& oURpUd) YY Jed OsTIOAVY J}9 JWOUTs;Geqoid 
eB soaoxy sojqio xne oua} usfow ve sajuone sop juowoysniley IS 

‘8661 Ua.nbsnl dasta aNoYyoINO}j 
e] op ueipau yurod np sinojyusye xne wos ‘uomAus % Z e.nb snd Juatenus 
as ou sue ¢ ap 18 € ap suOzTIOY xne snaaid xnPr) sa ‘CG6] OP ansoulos 
puooas ne ‘slojaynoy, ‘sdsguue sao Inod daique sNayOINOJ ve] op URIpPoU 
yuiod nv sinaradns uaiq arjpryo ‘0% € Sd] AIOOUD JOTeUTSTOAR /66T 19 S66T Inod 
snagid uoneyurp xne} say ‘ojduraxa ied 7661 op ansowas Joruoid ny ‘soaxy 
sa[qio xnev yUsUTDATSsaIsoO1d aonb saaisnie JUOSs as du sayUaNe say onb onbipur 
sduia} uleyiao un Jurpusad afqio anayoinoj ve] ap ueipaw yulod np snssap 
-N& $9}S9I JUSIOS dWId] UDAOW ¥ SNpUae xnv} say anb yey ay Uepusday 
"SUE OI-9 & Ue T Op queTE uolstagid ap suozuoy say Inod samepuns spyord 
Sap dav ‘S661 AP aNsotulas puodas nv % Z ap sryd nad uN & Q66T ap aNsowos 
Jomuaid ne % ap snjd ap ayjanpeis zasse uOSvy ap sassed yUOS snpuoNe UONeIULp 
xnv] soy ‘somuouocdg snsuasuoy Jed aguow (S/sYIAI0-. SNSUASUOD) anNBoTeue 
ajenbua jo saystuuorstAaid sap saidne preog souasayuoy np ajygnbuay uojes 
‘anburg ev] ap sayqio xne saaysnle JuOs das sojUaNY say JUSUTUIOD aUOU 
06 SsdouuY soy JURINP soasl[val UONeYULp suorstAagid sap uatexd Up, ‘saqoyne 
so] Jed aa\sopurw W8ep dUOJOA YF dsp Jo UONKYUT] ap dsaNdaIJo UONNTOAI] 
ap sory vy e ‘oyjanpess uosey op aonb yornboes ou ayyiqrpaio ane seo 
‘qua] ana jnad sayqio sayjai ap wv sayusNe sop JUatuaysnle,] ‘ayJoIoURPUd} UOTeYUL] 
ap savour oun Jadionur ve sjuase soy yUassnod siasessed sooyo sanne.p ev NO 
asuryo op xnv} np suonelea sap & sonp synejes xd sap sassney sap aonb onbsi 
J] Wastnpal sayfa snd ‘sayqrpeio JWOs saya snjq “UONneYUI,pP senvwu usa soayusne 
xne oseiouep sjulod ap mMaAlos quoAnod uonryury ap asinreul ap sajqio saq 


UONL[JUL, Pp IJQHLUI US $9}U9}¥ SI] 19 DISTA UOTL[JUL.T 
& onbruyoa} 310N 


OC 


‘JQ91 JUDUTOpUSI B SUOTIYBI[GO sap ayoreur 
np swanoe.p nad np jo ayiey ajad vy] ap ajnooap nb aypinby ap anbst np sinassysoaut 
so] Josvuropep ve juesiIA oud oun pusaiduiod jaar JUaWapusI ke suOTeSITGO 
sop JusUIapUa 3] anb yj ne np iso ‘asIaAuT suds ud dnof mb ‘awarsion up ‘aasja snyd 
uoneyulp xnv] un v JUapuayne,s Inb ja UONeyuLp anbsi ay nod uorsiaav apuvis snjd 
dun UO IND sIndassNsdaul Sap WosWOITPIQUdS JUSIML [ddI JUDUTIOpUAI & SUOTeSITGO say aonb 
We] Nv Wad PuOodaS JT ‘UONLGUT] JURINOJUS spNyWsoOUTL] ap a3duroo sud} Inod saseurpso 
suonesyqo soy Ins sasiaa oud x isd Jorwaid a] ‘JaaI JaWAapUsI ev sUOTeSI;GO 
S93] 19 SaNeUIPJO suONeSI[qO sa] aNUS Wed9] JosnaIO ev WoTeIpUd] sINaRJ xnoq “F 


Sd OP SUOTLVOYIPOW Sd] IJapy Zassev dssJgTURUT OUN,pP Jolayjol yanbasuos 
Jed JuorelAsp JUsWOpUdI op UwVId] Op suoNenny soy " ,JUoWAI UB] 
juowatqeqoid oeA doudNyUL Indy {vod 190 IMs jUassIse UONPIJUL] 
B SOATIVJOI sojuane sot aonb samne sinoajorj ap oiquiou ureyao un,nb 
TeIA 189 [I,S ‘(PL onbrydesy) usrpeuvd JUsUTOUIOANOS Np jadI JUoUIOpUaI 
eB SUOTIeSITGO So] 1a ([eUIWOU JUdWdpUaI & dIIP-k-1S9,9) SANPVUIPIO dUIA} 
SUC] & SUONeSITGO so] aud JUSUTIAOPUSI ap Wea] ap apie] ev sdoduITiso 
ang issne jUdAndd ouIJd] BUC] & UONeYUL] & SOATVIOI sojUane soy 

‘(f onbruyoaj 330N) sirejguow anbiyyod vy wnofl yuop ayzuKsstol 
DUTIGIpeso KV] 9p sus1owd) Inb 39 ‘UONLYUL] op ase ap afqio aneyoINoO}j 
ve] op uveipow jurod ne dquo} jsd dulla] SUC] & NpudaNe uUONeur.p 
xne} a] ‘sojgnbua sasIdAIp UOTAS “J66L Ue % O‘Z ap snossap-ne ajsnf 
JajuoWwdl jo 10) snjd stow xIs wpaid % ¢‘z ap said ap neoatu ne yoddes 
Jed assteq Ud ‘9661 UP % OT UOMAUS v DUUDAOU Ud JONIS 9s WeIASP Odi 
Jed 9insow uoneyulp xnv} a] ‘uorstAgId ap souistuesio,p soidne siew 
ua ds9uaUT & ININsUT 190 onb aTjarmsouwiny sjanbuay ap sieiynsai say uoTas 
‘SIAR 199 Op 919 JUaTvAL SJURPPUOdaI sap % ZL ‘aIUapsodaid aJanbua] ap sJoj 
‘OQUIO] NOS B SUIOUT NO % Z & ONS 9s UONvyu] aonb 39 e& JUaTepUaNL,s 
sjuepuodsal sap % €g ‘sauUaIpeURD sastidaNUS sop suondaoiad say Ins 
dIquis.ap Ud d9UDUI & epRURD NP pIeOg doUdIAyUOD a] anb ayyjarnsowiy 
adjonbua | suveq ‘osJpudsosap & 9OUSWIUWIOD & SUIIO] JINOD & NpUd}e UONPIJUr,p 
XN] J 19 DdUdIOJaI op solpuly Jed soinsow uUONeyury ins omesodurs} 
uosej op onb onyur moavu jus;quiss sjnejol xud op syuswdAnoWw 
sjo] op “uepuodsdo oIgIUIop s9uUe] Op sINOD NY ‘UONYUL] ev SoANLIoI 
sojuane say Ins asouapIour nay Jed uoneyuly] ap souvpual vy] Issne stew 
‘xtid sop nedatu 3] JUOWATNSs UOU JOOUaNTUI yUoANad dseq ap sinpoid 
sop xuid sop no asuvyo op xne}] np suonriiea sop ‘Isuly ‘UONeUL] op 
onbrueudp vy] suep juevywodult ajo un sonof jnad sajuane,p UONeWIO] vy] 


UOHeLUlL | & SOANVI[OI S9JU9}0 SOP SOINSIU SIT 


‘ITUDA & SIOU Sd] SUBP JONUD}IY,s & JONUTUOD 

JUDIVIADP satoysuel sinajorj op juatnooap nb douUdIZJaI ap ddIPUT,] 
Jed doinsow UONeUl,]| Ins ossney VI & SsUOTSsoId soy ‘Wey a3dwWod NOL 

‘IOSIOAULS WelInod steqevi xne sqenqiune uoNneyur] 

ap ydor np wed ve ‘uoyer os ve adUdWWOS saseudW sop opuRrWap 

e] NO oInsow ev] suep jo ‘xnewsoU snjd xnvaalU sop Fv SsI[qe}JaI JUOIOS 

ds SYOOIs say anb slo} dup, ‘sIoTUUOSTeS SopDTWIe Sop INolNs ‘snpUdAUT sind] 

Ja[NODI,p Inq 3]{ suep sduwid} uTeyD9 UN JURpUdad sNnUdsUOD UO sjUPIIIeIEp 

say onb steqei say Jed onsed ua sonbrijdxa,s nad ¢66, aIquiaaou sindap 
QAIOSqO OUdIIJaI op sorpuly Jed soimsow uoneyul, op dor oy 


AIINIIA AP ANUIJUOD 


NpUuayD Uuolvpyful p XNV1 AT 


ALAPULOULD, S 
YD AANULJUOD JuaIDAAap 
UONVUMOSUOD BY] VB X1Ad 
Sa] ANS asvq ap sinposdg 
Sap SANOD Sap ja asuvqg? 
ap xnvj1 np saassvd 
Ssuo1wiAva Sap Sjaffa SaT 


‘aSS1IDq 
DB] v u01WwLfUu1,] Aassnod 
V SULOMUDAU DAINULJUOD 


ahIDJUapaIxa asffO,T 


‘StOUL 

SUID QIOAG Sa] JuBDANP 
DPVUD) NV AAAIJIIIV,S 
jipsdap anbimouosa 


uoisuvdgxa,p aurqjda a] ** 


61 


“xtid 
AP SJUDWOIAI[II XNV SdITeIOVIJOI SII] JUOS SINdI]IVUTWIOSUOD so] Jeo ‘epeurD 
ne [ejlap ne oaJUdA Y] Op AMN|dS 3] sUeP SDAIA JINOWap DdUdIINIUOD 
RP] ‘SaoInos sauTeyao uoyas ‘Isa snjd ind ‘assieq JUswUaD0I1 JUeAR (JoIded 
e oajed vy] yNOWNs) saT[alNsnpul sosoyeur sasndIquIOU dp SINOD say 1a sQUUL 
alalulop vy] yepuad asiiqeis juvia,s UsIpeuRS Ie]JOp 9s] ‘slow suTeyoold 
sap sInood ne JasInUsUIe.S IP JONUTMUOD JWODIVIAIP BOUdIOJaI Op DOIPUT] 
Jed doinsou UONPYUL,] Ins JUdDJOXd oseq ap sunposd sap JUsWasslIgyouUel 
ap eiov aeOpseinps Sosssed 


suonepoidap saj'sonb*. suotssaid say] 


uOHeLyuUL] JUs.uaNTUT inb sastesodusa} s1n3d}dvJ SIT 


‘sINOD Sap saleqoys 
sassney say Jou] & OIonqIMuUOS Inb ‘ayanonpoid ap sules xnevdanou 
ap Jed olinpen os WesJAsp douUe 999 sIWOUO0DE] ap uUoOTsuedxa] op 
Npusney JUSIWIIOJUaI J] ‘sINaTI[Te Jeg ‘saueyes say Ins suorssaid say] IyuaUOS 
e vlonuNuoo jIeaey np syolew np uonenis vy ‘WUoWwaraT[eied ‘anb jo 
dOUUP,] INO} JUOIA\sISJad SITeJUSPZOXS JIJJO ouN Ivd sdagIpUdSUS UOTLYUL,] 
ap so0urpud}] PY] INS ossieq ve] ke SUOTIssaId sat aonb osassns va 

‘OISoUIdS DWIIXNSp Np sINoOd nv januuY 
xnv] Ud % € UONAUS dIpulone Inod viaIg[g00",S anbIwOUddd dAIIOL] 
Sp. SWAT S[pdo USAOW OnUUy XN) Ud og SInSOsU) MuawioIos] 
DOURSSIOID SUN O66 UA eINILUUOD (S[d9J SOWA] Ud) s[eqO[s opurUap 
RB] ‘suas owaW a] suep JUapUO de INb ‘daAlId Ind}Oas Np JULURWID sajUd._I 
SUOISIADIAC sop UOTIS ‘d9UUL,] AP INsowWas sWIIXnop a] JURA da[quiogidde 
uosejJ ap sdaqiosqe sed JUOJas dU dTWOUOD2] sup sa9asTTNUT sayoedeo 
soy onb sJasuad ev JUdWOTes9 JUSUUOP sINa}ORJ sdd ‘sTOJaINO]L “S66. Ua,nb 
9661 ep eNsoutas Jomwoid ne juowopides snjd viassossoi1d anbruouos9 
SUANOV] ‘ANDO & SOUJaJUT Jo SoUJa}Xa sinaovry soy Jed Jasn{ uo y 

‘JSonuane 3$9,s siorpnonsed soy 
juoTeuajoua.nb 1oduwi1.p sassney sayjaanou op ajurTesJo PR] Jo ‘WUaWOUIOANOS 
SP SEXNPOAIU “Sot Sno), TIvG' sidsiuo  oiviscpud 
SUOJja sop INdAVJ VI & JONUTWIP & QOUdWIUIOD JUO 19J9]UILp xne}] sap 
owes vy] 33nNoO} & sdarodsoour onbsii ap sawd soy] ‘anno ug ‘sasevuoul 


JUSUASSTUTeSSE.p 


sap sasuadap sop juoassdIpol uN,p JUsUsTOUIA] asowt Jomusid np 
ingep a Inod suostew ap dIUdAdI PT 19 [IeIOp Ne soyUdA sa] Ins saauUOp 
So] ‘Wey oq ‘oINdIDUI apueWOsp LI JUSWdOVOJ JoynuUMs e% Jo DOURYUOD 
op UleSdI UN & NAT] JOUUOP & JODUDUTIWIOD Issne WeIADP dIJBIUJOp d9UUP,] OP 
sdwajurid ay stndap samejauow suonipuood sap onbiew juswoasstjdnosse,T 
‘saseuguI sop sasuadap say JOATAvI WeIAap ‘sayou suONeWoOdxa sap Jossa,] 
e onied ua afqenqune ‘snuaaar sap jo lojdway ap ayuacal a0uRsstoIO 
VT ‘OINdIOJUI opurWap PR] 9p UOMLOYIsUdIUT.pP soUsIS sap suToWwUPoU 
dAJasqO UO ‘opridei uorssois0id ap saguue sinaisnid saide amidevyo 90 v 
JUSWAdssIyoay] UTeWaO UN dIQAdI sastIdaIUS Sap JUSWAdSSNSdAUI,p SUONUdIUT 
Sa] Ins sjonbuay 19 Januane,s Wesiasp souapiour uos anbronb ‘anbrurouosa 
QUAN] JouToIy JUoWTesa Yeslmnod sJoisdos ap uren ua isd mb 
SYOOIS SOP XNVIATU SOP UOTAIIION VT ‘a]TeqO|S opuvwop x] Ins JUSWAIDOIIpP 
sJajjo sino] Musas oe] op  JuOoIJONUNUOD soaeIespnq suUOTIOMNISOI 
so] ‘ano ug ‘slow suteyooid sap sinod ne sajsapow zasse JoInoWap 


SAROATL KNoptOsed |e a | SP (WesS re Ou chtdie Vie 


8I 


JUSIVIAOP XNAINOD sojoe ua sasudsdap so] ‘asgiouruy uUOoNenys INI] 
Jed ja 1ojdura,p saanoadsiad say sed stoj vey ev sadnoooaid jos saseuauw 
xnoIquOU op sWWOD ‘a]JonprIs uOoSeJ op jJUoUTZ[NSS siIeW “WWISTeI 
as & ISSNe ddUSWIWOD dINdTIO}UI apuvulop vy anb a0 &% puanes UO 
‘souiodul synposd xne xneuoneu sinposd 
ap uonmmsqns spuvss snjd oun jo suoneyodxd sap douUKSSIOID eT ISTIOARJ 
Inb ‘souuarpeuvo sastidanua sap ayjamuarmnouos uontsod ayoj ey Jed vyjao 
Ud SNUDINOS PJIS d]]2 ‘O661 OP 2Nsouwas Jorwsid ne epeurD Nv dIWOUODSI] 
ap uolsuvdxd | JoJUSWT[e,p JONUNUOD WeJAdp dINaTJa}xXo apuewep ey 
‘sjatnsnpur shed spuvis say suep aisnqol 
uorsuedxo.p swylAl un d9Av sajqnedwood sdaaja XNvdAIU Sop ¥& JURUDIUTeU 
as ‘auUdAOW Ud SdOWJd} Jd}SOI JUADIVIADP soyjalisnpul sojoneur sone 
sop xnod ‘suIOWUvaN ‘sanbISOJOIOD}9UI SUOTIIPUCD sap UOTLIOT[IWIL,] 
DDAV IIPUDDSAPSI XNIP SNoO}] dTeIADp Joasimeu zes np joa inJq ajonad np 
SINOD SIT “SUIS}] WNOD & JO[NIII ap JonuNuUOS jusresMod sJatded np ja aied 
ve] ap xd soy ‘sinajesiyn so] JUsWaTanIoe JUdpad0 1d sayjanbxne syoois ap 
suOHONpal sa] 19 d1JJO] ap SsuONeUSWSNL sa[[aanou sa] guUOP jUrIg 
‘ouney onbiowy 
ua sojoure,s astidaz oun,nb 19 Isq-png np aisy.p sjuvssTeu soyoJeW soy] Ins 
adaAInsinod as douvssiosjo vey anb 30 & puaneL,s UO ‘WoaWOdTa[vVIVg ‘soiejauOW 
SUONIPUOD sop jUoWwasstjdnosse un Jed seo sap udlIq suep nudaynos 
‘0661 Ud IWSWossIWIoJjel UN sNeUUOD JUdIeIADP JoW-aNO,p shed sap 
SOTWOUOSS SdpuRIS so] ‘a[vVIQUaS UOSe] 9q ‘d9UUL] Op UY x] Sioa UOdel[ ne 
ININSIA IP SOUBIS sop JOUUOP & DDUDWUIOD & JID sTvU ‘G66, UA sudddoINs 
shed xnediourd saj suep dapyjnossd jsa,s anbrutouos9 = 9ayatjov] 
‘QIQvINP doURSSIOIO ap oWYIAI 
UN JANOIJII MOA I[GUIDS SUTVOTIZWL STWIOUODD,] ‘dWI9} WNOD & J9I9IUT.pP 
xnv} sop dor ne ainalajul spuewap ey op jowojsnl[ey jo soieroduay 
sinajorj sod op uornyedsip vy ooave ‘stojaynoyl ‘sdwo} sivanew np 
Jo JeJapay voNeNsturwpe,, suvp sodolalos sap suondnisajur sap ayns sed 
9661 2p INgep ne draInsinod jso,s d9UUL,P UY Ud dUTVOTIOWIe STUIOU0DI | 
yweyoyje nb assojqivj ve] “% CT ap uoTssassoi1d suN C66, Ud NuUUOD vw INb 
‘stu. -SIv1g XNv DANK]. Op NvdATU a] 1S9 aNJOAD epvuULD 92 aljenbe] suep 
a[euoneusojUT onbrwouoss sainjouoluod ve] ap jueWodu snjd 3] JOWAITI/] 


SITLQOIS IIJJO,] 19 D|PULWOPp VT 


‘oiTeJQUOU 
asseul eT WoO jonbne oswyAI 3] JO UONeyULp ajanew ua sajuane 
Sop soinsow sa] Issne asapisuod onburg vy] ‘uoneyuly op 3a uoTonpold 
RP] Op oiNyNj sO Ale LV] op SapI oINaT[JowW ouN sIIVJ as INOg ‘soJTeJQUOWW 
SUOT]IPUOD sa] Jo sastidanud sap ja sIMna}eUTUIOSUOD sop ddURyUOD PI 
‘Q7euONeuIoIUL anbruouosa sinjouOolUOD ev] JUaWUWRIOU ‘aTeqo][s apurWwap 
RP] op oMINJ UONNJOAD] INS sINdjoVjJ SIOAIP Op DouUdpIoUl] op sidwoo 
Jud} yop onburg vy ‘uoneyurp soanosodsiad sap uonenyead uos surg 


NOILVTIANI 
FUALLVW No SHALLOddSaadd SAT gs 


Wh Ge oy IN AiG oy aS O* NPY at 


““SISDUIU Sap asuadap 

VD] AP ADUVSS10AI VD] ADULIAAL 
IANSAUL BUIDIAII aUuN 

supp Juaanad aussvda,] 
aAJLOAIIV ANO sadojdap 
sys1offa sa] Ja 10)dua,] 

ap UO1JYNS VB] JUDANOWNA 
IPNIVAIIUL] 1S BUA 


‘ppvuvyg 
nv UO1]INpOA Vv] ap 
IIUVSSIOAD DB] ADIUIUTY 
VD AANUIJUOD JIVAAAP 


PANIAIAIIXA APUYDUAP VT 


‘21GQ1ISSOd apnIijAIIUl p 
SHIOW 2] JUAADUAS JA 
SASIAGUOD UA1qG JUALOS 
aAIvjauoUu anbiyod ap 


SAANSAUL Sas anb Anod ae 


LI 


9661 S661 vé6é6l e661 c661 1661 
; le tot Jodal ah lala 
4 
¢ Weoy 
v v 
9 AY. SEH 9 


Ne. stup-sieag 


See Soci So ohne \ 
Za 


8 ioe ENS Acran ae 8 

Ot epeury maine: 

ral ral 
SIPOIOIOUI Sap sd9gUUOG % 


sju()-s}e1qJ 39 EpvULD — SUL OF B SUONESITGO Sop JUSWapUaI ap xnVL, 


€, onbryderg 


‘stup-sieig xnenb epeurp ne 9gdaje snd wel 
uOT]eyUL.p xne} oJ onb Wej 9] Welapyos weoe ajonbry yuepusd sporsed ‘gg 
129 QL seouUe So] JURINP SdAIDSGO UOMAUS % [ Ip dUUaAOW YI 9p snssop 
-ne ualq slew ‘stooaganb wnpudisajal np d][loa ev] & JUTONY % Z 9p JouTUIOS 
np snossap-ne wos “(Ep anbiydeiy) % Z/T IL sap aieq ve] snos aquwio} 
JSD SUTROIIOWe 19 SUSIPEULD JUWID}] SUC] & SJUDWIpPUa So] sIJUD Wedd] ‘ajo 
Uq ‘s]JUBYsW JUdIINIUWIAP sSINassIJsdauT sa] aonb ausis ‘sadaa[a Zasse aIODUS 
JUOS SUIvOIIOWRe sIe]]Op ap sinoajyunidwa say yuated aonb 39 ap sns ua 
JOSIOA JUDAIOP SUdTPeULD SIe]JOp op duUIJO] SuoyT & Jo UaAOU & SINdJUNIdUWS 
so] onb souwtd say ‘amoiap ek goUdWWOD jJUaTe salja,nb uorg 

‘SOIILJQUOU SUOTIIPUOD sop JUoWasstT[dnosse,| 
asiioary “jueyed ‘Oo opnqwooUry, sJonuane ke anqWUOD MOAR s[quas 
sIOW SsIolUJOp xIS sop sinoo ne snof un & JUsWSoUReUy Np xn) np 
juourassieqe,| & apa00i1d ev anburg vy oyjanbey, odae uonModadsuoono eT 
*xne] op sassieq sap & Weloid as anbrwou0ds sinjouoluod vy] anbssoy swew 
JaloqUul.p xne] sop suonejuowsne sdalA op ‘Uonbasuos Jed ‘Ja suatlpeuro 
SIe][OP Ud SIIOAR.P SdATISSVUT Sd]JUDA Sop WeIpussud voy ‘suonvisoidap 
Sd]JOANOU dP soajUdNe sop ¥v Nod] JUeUUOP ‘UdIpeULD Ie][OP Np Nava 
e] ap oynyo soy oun quanboaoid samejguow suoNIpuOd say 1~dnosse nod 
sasiid amejquow onbniyod ap sainsow say aonb ‘slaroueuy sayoieu soy] 
Ins apnyysoour opuvsis oun yWeusasl onbsioy ‘assed ay sed gatsse jsd I] 

‘Saqengd ne snbniyod uonenis 
RP] & 19 OFqnd sInajdas Np JUOWSVSpua,p XxNeKdAIU sineYy xNe UONUDNe JojoId 
ap JoTenuNUOS sIoIOUvUY SaYyIeUI Sd] NO Jo JUATYSSIOANEI 9S dUIID} WINOD 
& JOIOIUI.P XNv} Sd]T dUS sIIeOd so] NO JUDWOW UN kv sI[qGIssod apnqsaoUr,p 
suIou Od] JwWorguas ja sastidwod usalIq juaTOs aejQuoWw oanbimyod 
ap soinsaw sas aonb 930 & Weud} ajanb 3sd.9 ‘Inof un ke JUOWSOUPUY 
np xne} oJ sImod ayauuoneiodo anayoinojy vi uUuoNdadsuooNd daar 


OT 


9661 S661 vé6é6l £661 2661 1661 


| 


0 = L861 JolAurl ‘sipasolour sap soguUuOg 
SIITEJQUOUI SUOTIIPUOD Sop ddIpuUyT 


ZT onbrydriyh 


assieqe sulowuvou ev onburg ey] ‘alivjJauOW aYyodIvW Np xNe} sa] suep 
velop qoTelayjor os sayjanbsa] “Inof un ev yUsWdOUvUY ap xnv} Np suOTIONpal 
so] adionue ‘seo sap wednyd ey suep ‘\uoreae sjl ‘epeurg ne soliejauoul 
SUONIPUOD sap jyuouassT]dnosse,  JusTeaANOW nb suosiev1 so] uUalq 
juaTessisies soyorew xne sjyuedionsed soy auwod ‘sinayre reg ‘sAvd ne xne} 
sop uonnurwip oun e aoidojd uej9 Josurna] e UOHeNs ve] ‘oWIO} JNO 
®& JOIQIUI.pP xn] say assteqe jUReAe so[emUaD sanbuerq sosnoaiquiou oq 

‘sue Xnop Ud Neaatu seq snjd uOs ¥& JURqUIO) ‘aseq ap sjuIod QQZ UOIAUS,p 
Sinoel © WOL|, Seulop Sumoimeyi sindsg (z] onbiudein) sosuryo 
ap XN¥} NP SaJao 19 JWI] WINOD & 19I9IUI.P XNv}] Sop SUOTILIIVA Sa] aTeqo]s 
apurwoap PR] Ins JUdOIOXxd. Nb dUIqWOD Jajja,| op dap! ouN JUsWapIdes MOAL 
JInod 99}0p jsa,s onburg ve] OP sinsaw ‘(JYD]) SeJIVJQUOW SUOTIIPUOD sap 
DOIPUL] SUBP dIOTJeI 1Sd,S JUIIO] WNOD ¥& JOIQIUT.P XNe] sap ossieq eT 


9661 S661 v66! e661 z661 1661 
09 SZ 
$9 (ayones op ayjoyoe) 08 
OI-D Np sastaop sone 
OL SOP SIA-¥-SIA USIPeULS 68 
yen 
i : Jerre Noeps mens Ie]JOP Np sInod sap sdIpuyT 
OWN A eee. 
SL vy Aer 06 
(@uOIp ap aT[aypa) si 
‘a-g Jeyjop ne woddvi sed gO ov 
3 qur}dGWIOD Ne dINIOPD 9p sInOED vy a a 
\ Nv 
sg Eee foley 
06 is sol 
‘A-q squao ug SIPOIOIOW sap soguUu0g en TF 


UdIpeULd JeTOp np ssuvyod op xnvy, 


LL onbrydeiry 


*"UO1IAGSUOIAII DABAD 


anuaaAsaqul 


18a anbuvg v7 


ST 


‘SdNLIQUOU SUOTIPUOD So] INS USPIOUT OUNONe Nod v.U JUaWIASUPYS 
a9 (¢ anbruysa} dION) Jnof un & JUSWOOULUY Np xne)] np uONNOAY, Inod safjauuonviado 
anoyomoy vy ap oimorodns ayuny ey ev yRUaIUTeUT pUOdsaIIOD 1D-INJeD ‘a3}dwodsa.p 
Jefpyjo xnv] np WawWassi[qvis,p Saujepour soy esuvyo ve onburg YI ‘OG6T JOA 7Z AT “€ 


9661 S661 v6é6l €661 2661 1661 


stup-sieiq sop 


Jelorauruoo Jaideg _.”f 
pen 


epeuey Np [epsoutuoo Jaideg 
Ol 


él 


SIPOIDJOW SOP SOQUUOC 
stu) -S3e1qJ Jo EpeULD — ssnof 06 & Jorded np 3Q59;UT,p xnV], 


OL enbrydrig 


‘JUsUTUTaDaI SDaJadoO jsa,s InDB epeuRD Np djuvINOD 
sourleq ve] ap apjos np uonriolyswe onou ey enb sure ‘aiejguour 
ayosieul dy JUOUUATINOS INb sinajovj xne IUd} s[quIds Ie]JOp np INonsia 
eT “(LL aonbrydein) asona apueq oun,p InodalUL] eB Jamony op anuuos 
SUIOWWULOU & UdIpeuLo IeJOp oT ‘(OL onbrydesy) sjnesou jJuvUd}UIeW JUOS 
Ja aporiad vy] JULINP s1OaNaI JOS 9S SUTBOTIOWIL 1d SUdTPLURS SUID] JINOD & 
JQI9UI,P XN} Sd] IUD sIVO Sd] ‘Jojja UY “oJTeIQUOW 9YoIeW Np INoWNY,] 
JOIOIIWe & ANINUOS JO I[PUONLUIOIUT dT[OYII,] & WI9}] NOD ¥& 19J9]UT,P 
xnv] sop onioap vy] jo ovIOspnq sJoNeUuUl Ud syUdWOdUIADANOS soy sed 
saxY sjoalqo sap uonesi[eas ve] suep stjdwooor saisoid sjou say ‘UONeUr,] 
ap WOT I Ins epeury oa Jed snuajqo sjieynsal suoq say] ‘anbueg 
ey Jed sostid soinsour xne JUsWd[GvIOAL] Isval JUeAY SJOoIOUeUY SoYoIeU 
soy “Inof un & JUSWAOURUY Np xnv} dg] onb swYyIAI sWOU Nv SOIS Ud B[NIII 
JUO SNPIQUOW JYOIeUI NP jJosJa}UI,p xnv} sa] ‘Aapotiad ay99 ap sinod ny 

‘ souusadomea sajemnuao sanburq op oiquou urea un sed 
soanbyeid sjaloyjo xne ap sassteq soy] Jed anbsew jeunyo un suep ‘flare 
SL a ‘UYU 4d dTqIO sNOYOINO| LI ap dINdTIOJUT SIIOW ve] sUeP BNPUdosop 


1d eV a SINE OR SenROy EL) (ieO-. ct WV wil a Mics Le Od elie y ye 


val 


‘(LT ‘d) aumwjauowm anbyyod vj ans twoddpy 
NP C66L QWAIAOU SP UOSTIRIAT] LT sULP ‘«dTeJQUOU aNbITTOd Kv] ap ayNpuod v{ 
suep Imof un & JQI9]UI,p xne} Np onsoov souLrYOdUT,T» ‘¢ anbruyoai ajou LI MOA ‘T 


‘MUSAL] SUP ddUdUTIOd IND] DUOP JWOIJdAIaSUOD 
aidwioos3,p xnv] Np JWouUTossl[qvie,p Sou~epowW sayjaanou sa] ‘ayjauuonvsado 
anoyonoy ve] op ainowadns oyun, ve e yesa xne uUNp siosse ywOIas 
onbueg vy Jed sapsooov inof un v sjaid say ‘oawaysAs NvdANOU NP Ipod J] 
suvq ‘sjuowosred sois sap sweur inof a] JoWesaI a] eMowIed anbruoMDale 
yajsue op owayshs nedanou un nbsio], dJANa0 Ud dsTU vas oJTe}QUOTU 
anbnyod ev] Wop UOoSe] YP Ins sia|OUReUY xNoT][IW say Sav sonua) ve onburg 
vr] anb suolssnosip xne ons Ue sayyepow soayjeaanou sep uondope,] 

“SOIDIOW SINITVA Ud SJoTINOD soy 
daAR SanfoUuOS uUOTsUad Ud sastid say jo saJgIOURUY SUOTININsUT XNe saUasUOD 
SOOURAL Sd] JUDUUDICWIOD sUOTIORSUR Say INOf UN,p ddUKIYIE SUN.P saTOsse 
juowayeloues yuos Inb ‘anburg yxy Jed soanjoojja suonovsuvn xne xnomnw 
sTeWJOSap JAIAUOD a}dwoOdsa,p xne} J] ‘A[NUIOJ aJoanou x ve JdVID 

‘oejquow anbniyod ve] ap uoNRUSTIO] Sp gJd INawvOIpuUr | 
weja xnv} xnap sap jenbe] Wepuvwap as uo.nb yej np juareusai nb uorsnyuoo 
eT 19 OpmmoouL] Jourumyja,p stusod isure e aq snof un ev WoWsoOULUY 
np xnej aj Inod sasta ayjouuoNesJado ayayosnoy vY] Ja aIduUIODsa,p xn} 3] IOS 
anb anejquow anbiyjod yy ap awa) Nod & UONRIUSTIO] ap sInayeorpul Xnop 
So] Jostuowey,p jojja Inod nod ev sayyepow sayjaanou sap uondopr,] 
‘USA & SIOUI SION Sap SINOD Ne JaTUJap 99 ap VUONNJOAI, JURUIOOUOS 
ayoreul np soyuaye soy sed anb snof un e& xne} of Jed Jur] QouanTur iso Inb 
‘SIOUI SION] & JOSSIL, NP SUOG sap INJaIo0 Ins anb Inof uN vw spuoj sap xNe} J] INS 
a~pemp snjd souanyur oun JaoJaxo jnad anburg vy ‘aniayja ayje,nb suonviodo 
so] Jed ‘aonb jsd ud UOSI¥I BT ‘sIOUI SION & JOSOIT, Np suOq sap xnv) np 
Sa]J2o OJ a] ou anb aneQuOoWw anbnyod xy ap voNrYUSTIO.p syusWesurYO sap 
UONLSIPUT JINATIawW SUN JUdssTUINOJ aNoYOINOJ aNdd ap suONeLUeA soy ‘sIndaq 
‘jaseq op siurod 0¢ ep ay[earoqur un.p Ineo] ev Inof un ¥ JUoWOOULUY 
np xnvj oJ Wuayureur ev UOSY] ap suonviado sas JousW v QoUdITWOD ve onburg 
ve] onbsioy ‘F661 ep nay ne ayqeie gio ve a]jauUONvIodo sNaYoINO] VT 
‘inof un ev spuoj sap juojgid 
jo JUayUNIdWA aie}QUOUT aYyosJeUT ne sjuedionsed xnediound say jonbne xnvr} 3] 
wos ‘Inof un ve yUsWdOURUY Np xnv} JJ Inod dasta ayfouUONrPIadoO syNdYINO|} P| 
ap oinoriodns oyu ey eB yURUa}UTeW pUOdsaLIOD a\duUIODsa,p XN} J] SaTjonbsoey 
UOTas sauyepow sayjeanou ap sidope wv onburg xy ‘9661 JOA] 7Z 97 
“sTOu 
SION & UdIpeULS JUDDUIOANOS Np JOsalL, NP suog sap UONKoIpnipey ev NUsIGO 
uaXkouwl JoJ9]UL.pP xne} Np snssap-ne aseyusoInod ap julod ap F/T & suUTeUraS 
anbeyo yqrie aja ve aidwioosa,p Jaioyjo xne] 3] ‘sue 9] UOMAUS JULpUdg 


31d uI09S9,.p [AIOYJO xnv} np JUSWISSI[GLII,T 
¢€ anbruysa) 310N 


UOlDLf{UL ] 

ANS SABIAAXA ASSIDG 

v] v suoissadrd sap jaffa] 
SNOS SA1J]GNOSSD JUOS as 


SAAIDJOQUOUL SUOIJIPUOD SAT 


‘JOUUD ] ap ULf VI 

SAAA ASNAAD JMAUAABBI] 
1S2.S aqtanyonporid 

DV] Ja ANnawonpoud np 
ana ap qu10d up jaaA 


IAIDIVS 3] AAJUA JAVIA_T 


al 


jUsWANeU Wea vONeyUL, aonb JueWIyUOCS saijryo op uoNeoyqnd xi ap 
aiins vy & ‘slew [Z 9] JO JorAuel CZ 9] ‘suTeolIgUIe xnvIQpaj SpUOJ sop xne} 
np siyjdai ap Indavj vy] & ‘JatAuel [TE J] 19 DIQWODEp 6] 9] DINpal oi9 Issne 
B ANOYOINOJ VT “UONRYUL] Ins JUoTeSJoxa,s Inb assteq ve] ev suOTssoid xne 
ayns JOUUOP dap ‘AJAIA ap JUdTLUDA SoyoIeW so] aonb ssudUT opNqnsJaoUr.p 
aporied vy saide ‘aassaidwa sioje ywejo,s onburg vy ‘srooaqeanb wnpuossajal 
np ulewapus] a Wos ‘aiqo}oO [E I Noy no ev UONUdAIOJUT sJoTWIOId eT 


v v 

S S 
daSIA SNAYOINO 

Inof un v f, 

9 Y ; quowdouruy Np noOD 9 

ji \ L 
SIOW SION & JOSIIL 

: np suog sap xnv, : 

Giles souuatpnonb sosauu0g 6 

Jnof un v JUSTWD.ULUY np 3nod 33 % 


SIOW SIOJ} & JOSIIT, NP sUOg sap xnv] 


6 enbrydein 


‘(6 onbrydes5) yoddes yuapsoeid np uonnsed vy stndap sastidas xis & ‘39 Jo 
‘IMof un & JUOWOdOULUY Np xnPr} J] INOd s]JauUOTIVId9dO aNaYOINOJ es ap 
SONWI] So] aseyusoInod ap jurod ap ywenb un.p juessieqe ua solrejQuOW 
SUOT]IPUOD so] Idnosse ev ayoIoyo wv anburg x] ‘aNeYoINOJ v] ap sIMoTIQJUI 
QNIowW ve] suvP JIPUdOSAap op UTeI] Ud Wed d]JoIOURpUda] UONeYyUT,, onb 
jue\soe soUsIS ap UONe[NUINSON] v sDRT “% € & [T Op vA IND ‘uONeUr,] 
ap ISILW op I[GIO sNOYOINO] ve] Op INoTIOQ\UI,] ve xd sop uONKUSWSsNe,p 
XN] 3] Jud UTeUT Be OSTA JUOWOAT]ONIOR soUdUT sITe}QUOW oNbITTOod vy 


NOILWIANI T dd 
ASTALIVW Ad SHTAIO SAG NOILVSTIVAA VT 4 


‘Qgo0u0u01d 
snjd a] jso Wed] NO [IRIap Op DoJOWWOS Np INaIDas a] suRp JoTPNONIed 
ud ‘s]nod sd] JTUa]UOD ¥& JURSIA SaInsouUl op UdTUTeW 3] evlaseimoous 
np oawanonpoid zy 
anoid ep e& jo uononpoid vy e xd sap ayqrey snjd juawasstos0K,p 


WLI] Ip JWOoOUWOssIsIVj9,J ‘[IeAvy dp dOUPSSTOID 


XN¥}] NV ‘UONVIDUNWOII IP XN} SOP SdIOPOUI SJUSWIDAITOI XN SIO} LT B USN 
ePIaD “(8 onbrydery) C66 2p aNsowas sWaIXNdp nv VSNdIO JUDUTIIISI] 


sa;s ‘oATONpoId —ep)49) Sal SITEIES Ip) INBOAIU NS] Lone? qWeoSy 


aud) y £ aN @ Hh Vi (SL iepto A iW 2% oy it S Laodd YY =a 


| 


‘(Z onbrydeiy) S661 ap sNIOW dJQTUIOp PL] SUBP SJANDO,p-UIeU Op soiTeyUN 
sINOD sop assney oUN & Nal] QuUOP jUO ‘sguUTqWIOD ‘aTeqo][s azANOnpod 
ev] op juowounsid oa, 1d sameies sap uorssaisoid aisopow vy 

‘opuvwoap v] op [noas v A [IMbssoy asana0,p 
-ulew ey op jonsed yuowaisni{e un,nb dso} Wnoo & JoIodo.u ev adDURpUd) 
juvde sastidamua soy] ‘a9uUe] Op UY PX] SIOA OIsISoIUD ev apUrWAp PI 
aonb ‘ainsow d8Iv] oUN SsUeP NPUdNeLUT UdWAassHUaTeI Np uUOsTel Ua ated 
US CG66[ Sp aJisoWios *SWoIxnSp’ nu ayjnuU dja ev SoURSSTOID YS” “SIoTUIOp 
ddUUL] DPA osans eu (auUOsIad-ainay Ied uononposd) azanonpoid 
Pl ‘666L 12 C661 US siuvUUOTssoIduUT suIes sap ayoyye WoAe soidy 


did np xud sap sorpur, red astarp ouuosiad-ainay sed preavn np nusady , 


S661 v661 e661 Z661 1661 0661 6861 886| L861 

SOL gol 

Ol oll 

Stl Sit 
,najonpoid np ona ap 

oz qulod np Jaes oureyes Ozk 

SZI SZ 


sagsi[euUostesap SaguUOP ‘OOT = L861 
PIeAvI) NP aFAHONpoI 39 spaasI SarEyEs 


g onbrydvin 


S661 v66l £661 2661 1661 0661 6861 8s86l 2861 


ie} (o) 
é Zz 
ouuosiad-ainoy 
Jed uononpolg 
dIANDO,p-UIvU 
4 rae ap soseyun sinoD v 
doJoUNUIAI 
; ouuosiod-ainoy Jed \ 9 
[eae np nusady WA 
x 
8 8 


Jonuur JUSWOssI[s Ud UONIeA Op xneVl, 
[feavs) Np sAHoONposd ja 9IANIO,p-UTeUT op sasteyUN s}nO0OD 


Z enbrydri5n 


‘QJUIWMSND JUO AsANaA_p 
-UIDUL ap SaAIVIWUN 
SINOD Sa] ja UoIjonposd 
D] AP AIUVSS1IOAD ajqupf 
DY] ap UOSIDA Ua SV 2] 


enbavu v ayianonposid v7 


‘ajquiasua] 
SUDP SABABPOUL $A2ISAA 
JUOS Sajja SIDUL ‘“CG6G6I 

Ud BAIA ANajIAS aj] Suvp 
ISSAABOAG JUIMAAIGA] JUO 


SAJVIAVDIVS SASSNVDY SAT 


IL 


‘aatjoe uOoNeindod vy] ap iuayeatnbs 
juowassIojooe un Jed sgourjegqamuod 9j9 JuvAv 1O[dWAd, ap [eqo]s nvoatu 
np omdeyo ne sasiyvor sjuvasvinooua saisoid say ‘sIOUI sJoTUIOp xIs 
sap sinod ne oaieuuoneis said nod ke 9a)sd1 jsd a8eWIQgUd op xnr} 
JT ‘auanonpoid ap sures sjuryodui.p ve ayns Wey JSANOS JUO soyTeIIETLS 
sUOT]IeJUDUSNK Say seu ‘F66[, op ouUdAOW vx] ev Woddes ied UONLIZ[Q09" 
ale8ayq oun no v A [I ‘aatid Inaqdas a] sup ‘sayiag (sJoruaid ne sa940.90 
SaTJOo & sotqeviedwood JUdTe}a ONsoWas DWIIXNSOp Ne satjUasUOD sauUaAOU 
sassney SdT) ‘oI[qnd InalDeas a] sueP % 9O‘0 B SadJJJIYO JUOS as saTe,nb sso] 
‘QuusAOW Ud % FT JUIONY JO dATId IMNdD1D9S 3] SULP SadID0B9U sassney 
So] ‘S66 Op siInood ne dJapow sai oswyIAI uN ek OIMNOID ap anuNUOd 
quo ‘s]jno0d sap ajuvsodwoo oayediourd rj juos nb ‘sorlees say 

‘sjuowsne nad anb ju0.U sinod soy] ‘ayquiasua,] sueq ‘azanonposd 
RB] aTOINNe,P 19 $]NOD Sd] JASIWeWU Op aNA Ud sWOJjJa sind] ssATNsInod 
e sInajonposd say JUTeNUOS JUO sdYoILW Sd] INS ddUdIINOUOD eT ap dIoI1dv,] 
12 S661 AP ANsowas SWITXNSp Nv ddAIaSqO OpuULWIAp KL] 9p UOTvUsrEIS LT 


SINBIJOVJ SOTNL SI] Jo SJNOO Sop YSTIWEW VT 


9661 S661 vé66l £661 c661 1661 0661 6861 8s86l L861 


Sl SI 


sTOu OZNOp INS UONeMeA Op XNeVL 
s[eLNsnpul syinposd sap xiid sap s01puy 


9 onbrydein 


‘C66I DUIOINE,]| & BAIASGO 
asvjuaoinod op jyulod-1uwep un uosAua,p jouwos ne ywoddes Jed anlolsap 
JIquIds DUdIOJaI ap dsoIpul Jed dsoinsau UONeYUL] Ins JUoWOssIIayouUal 
Np ejjoj ‘elooua x] ‘slojoynoyl -“xneurnol jo ‘sanAdl’ ‘sorAl] sap 
yo oajaded vy op xiid sap uoneuswsne ajuryoduly yurj}a Ud JUaNboye 
snjd of ojdwoxoy ‘uonruwosuod ry ke xd suleyaa suep sIjuas avy 
ds ap onuMuo. aseq op sinpoid sap Md Wau JUSWdssTIayOUSI JT 

‘uonewodxa, & xtid sap s[quiasua,| ap 1a (9 anbrydesyg) sjomnsnput 
sunpoid sap xd sop ddIpuy] ep slow aznop Ins aodURSSIOID ve] op 
anbivw JUsWassnuUseI 3] SULP dIaTJeI 1Ssa,s aseq ap sinpoid ap suatpeuvo 
sinajonpold say ied snuajqgo sayjatnsnpul soraneur sap xiid sap [nodal oT 
‘S66L Op UY LY] op JowWwos nev woddes sed % YS ap snjd Nos ‘saaouoUOId 
snjd. iso] ssassivd say osnoor eianb ssordedeviccied ivi soaps xmdisor 1s2.9 


OL 


‘OIJJO.] IP So[qeJapIsuod sassney sap jd (SYOOIs sind] IIINPal ap sadIOjJo 
JUv]9,S sInaiesijyN say jo dalapow anb aid JuvAL.U a[eIPUOW UOTONpoId 
P] OP DOULSSIOID KT) IPULWOP LY] dP JUDWOSsSTYSaYJ UN,p JojJja,J sNOs anurTwIp 
JUO soljosnpul sojoneur sop ywednjid vey ap sinood say ‘ayourAdl ug 
‘stup)-sieig xne sammynos xne safqeiorpniaid sanbrsojoslogigw suonipuoos ap 
JO ONUIINOS J[LIPUOW SpURLIDP 9UN.p INdAvVJ LT & d9dUL] INI] Ins anuyUOS 
JUO suleIs sop xlid say ‘saysosoid saquly soy eiassedap mnb stup-sieig so] 
SIDA SoUUdIpeULD SUONeWOdxS sap wed x] INS sop ap uoTNsodut] JUSTIA 
9}U9]US 9UN,P UOIsNOUOD YI ap UOTstAgid Ud Jo slU-sIvIg XNv JUoWasO] Np 
dyoIew IJ Ins uONeNUs vk] op VUONLIOT[aIWe] Ip ons Jed sassaspas yUOS as 
dIAND,.p sIoq np xlid say ‘awd NOD ¥v asjoMad Np sIpUdA v dDUdWWODdII 
beiy,J aonb safqeqoidu jso ji.nb wey np assney vy ve suotssaid sayloj ap 
Iqns Issne UO InJq aJoned np xd say ‘adoing,] ap 19 PION np onbiswy,] 
ap omired osuuog oun suvp tags ev Inb janyqeyul ploljy np uostel uo 
JUIWIIGeISpISUOD TIQYyYOUSdI yO NIG ajoNned 9a] 19 JaINIeU zed OT ‘atANI0.p 
SsIOq 9] 10 SUTeIS soy ‘InNIq ajoMed 93] ‘Joimeu zed a] Jed soaIsIsaIUS 9}9 UO 
souoj snjd soy xiid ap suonejuowsne say (¢ anbiydvig) Jaruslap a1qoj90 
sindap saagja WoWdANLJOI xnvdAlU sop ke dUUdAOU Ud soINoWAap JUOS 
CA-d sivjjop ue sguridxa) aseq op synpoid sap xneIpuow sinoo saq 


9661 S661 vé66l £661 c661 1661 O661 6861 8861 L861 


os 08 


0s ‘Ag saeyjop ue wolf 06 


ool ool 


oll 


SUSIPLULD SIe][OP Ud [LIOL, 


oral} OZ 


OOL = 0661-2861 
epeur ) np onburg rj ap aseq ap symposd sap sin0d sop sd1puy 


¢ onbrydriyn 


‘IO-XN9O JAAR DOUAaTINIUOD Ua sNposd ap ja soyodut synpoid op sues 
oaun,p xiid say Ins assieq ve] e suoIssoid sop slow sJaluIap sap sinoo 
ne QoJaXd Issne JUO JoLINIOVJNULU INdDIDas a] suvp onb [Ielap op sdJOWIUIOD 
J] SuUBP JUL] JUSWWAdpsd0Id sasi[val ayANonpoid ap sules sop ddUapIoUT,] 
JO d0UdTINDUOD RT SP UONeOYISUdIUT,T “9661 JoWAgyT ua sjutod [‘Z 
& S66L JolAuef ua asejuaoInod ap sjulod 6‘Z ap assed jsa_ stup-sivig 
xne jo epeurd ne sdInvOA sop xd np slow daznop INS JWsUWdssIoIDde.p 
Xn¥} SdJ oud YWeI,] ‘sojiqowojyne sojnoTyaA sop xd os suep 
jUsWoL[D Wesedsurd] Iv]JOop np assieq PI Op lojjaJ op vuonenugne,T 
‘0661 SIvW Ud assney PI 9p UOMAUS 98vKJUSIINOd ap jutod ¢‘0 
anb snjd wenbrjdx9a,u jajja 199 ‘C66 IEW Ud JUTONY & DIDUDIOJOI Op DOIPUT,] 


We Gh Yo IN ay SS Hl a won Vv a 


uJ 


WUIMAIVSI 

aqGu0jsa_s UO1MUMOSUOD 
DY] ap Ja uot gnpoAd 

BD] ap Siof VB] Vv 21909 

np ‘x11qd sap assnvq v] 
ANS ASVG ap syinpoAd sap 
aSsvd JUaulassIsagqIuaa 


np 1a ffo.7 


[rears uN JUSsYSIaYS No 
tojdwa un yuadnos0 Inb snjd no sue Cj ap saase sauuosied sap a8vjUs.INOog ‘[ 


96 26 88 v8 og 9461 
82'0 8z'0 09'0 090 
ZE‘0 ze‘o 7z9'0 z9'0 
9€'0 9€'0 v9‘0 79‘0 
ov‘o or‘o 99'0 ee 99'0 
Fe” OURPUAI 
san ioe dUUSIOUY 
rae, 
vv‘o vr‘o 89'0 QAIOSqoO 89'0 
xneL, 
8r'0 & sro OL'0 OL‘O 
suv $7 & CT op sase sounof 
UOTeCSTIV[OOS ap xnevl SHATDOL p xnvl 


‘aseUIQYD op xnx} np spiders snyd nad un jnoes un Jed ‘smayre sed sayesa 
Sasoyp sayno} WesNpe.N as sWANoe,p xnv} np aysopow snjd sayUOWI ou 
‘o]Jonuajod uononposd 
RP] olIMpel ap isd oNANONpP xne] Np assieq YI Op aDwIpswUT DoUSpIoUT] 
sTeul ‘Sd0JAIOS Ja sudIq sap osMpord ap saiwouccg] op ouoedro vr] ap 
JUSUTSSSIOINO’ UN JouTeNUS Ssdud) J] DdAv WeIADP doUdJQ9dWOD ap xnvaalU sap 
UONVAI]I,;] ‘SUL GZ SP SUIOW sop UONPKSLIYJOOS op xnv] Np sa}UOUT PY] BINOp 
sues onbiydxa mnb a0 ‘saouajadwod ap aseyueArp yornba stojduia,p Jurssiold 
aiquiou un ‘ajduoxe 3eg ‘asoyo anbyanb snod Issne quos A sjaimjonms sinajorj 
So] SIU ‘UONNJOAD 9}d0 suRP dIQI UN Jonof sayIaD JUaAnad sanbiyoAd sinapvJ 
saq ‘soodionue sayenal sop oiquiou np uonrjuowsne] jo (anurutp snd 3] 
e QNANOR.p xnv} J] OP ddnoIls ay) suv GZ ap sulOW sa] ZY UONKSTIe[ODS ap 
xnv}] np assney ve] & dULpUd) Pv] ap oyNsInod xy ‘snjd no sue CZ ap souMWdy 
Sop dNANOL,P xnv} Np yUawWouuUOJeyd a] sanne aud WwOs sy} sdD ‘somouojue 
suoneulss xne INoaWoyUT ang Wessnod jalurpus) sywanorp xne} af onb 
Jonbipur yuaTquias sey ap siquiou ureyoo un Ivo ‘nagid aonb aysapow snyjd 
yuawatqeqoid vias ayANoep xnv) np oanbipdAd saqUOWs v] “Uepusdag 
‘agfoAO Np apeis 
a9 & S¥O J] JUaWOTJaNIGeYy Isd,U 30 anb Peavy np JoypIayO op souuOosiod ap 
aiquiou puvis snjd un aseinooep ue lojdwa] ap sfqiej WOWOANrIaI douKSsIOIO 
ve] onb ynad as [I ‘aNeurpsio,p onb ajyurysistod snjd Ja asgououoId snd 3s9 066 
stindap Weuuood [Nb assieq ve] ‘AoURSSIOID SUOJ ap sapoued soy JUeINp suUaAOUT 
uanb jJowopider snjd Jayuauisne ke 39 DOULSSIOID ajUdZT Op sapoLiad so] 
NO SUOISsadaI Sa] JULINP JonuTWIp v spud) [I.Nb UdIg ‘S661 OP UY x] & UOMAUS 
% Z/L $9 & OG6T 2P INGep Ne UOMAUDS % Z/T LO ep assed Iso ;QUANOe,pP xNe} IT 


DTA .p xnv} JT 
Z onbruyoal 310N 


"(6 ased ‘{T anbruyoa} 
DION) ativjauou anbyyod vj ans jwoddyy up C66, lew ap uosivsAl] ve] suvep asasodxoa 
sd ayjanuajod uononpoid vy Joumsa inod anbueg xy sed sadojdwa apoyjour vy Zz 


Jed soinsow uoneyuly onb % /‘Z7 ap jourwos oa] suep asejus0Inod ap 
juiod [ op snjd snod yeiduoo aieuuow vx] op oinarajue uoNeDaidap ev] op 
JOJJo,. anb sumMsa UO ‘sIOU sIaTUJAap XIS sap sINOD Nv sogNudNe JUSUIDOJ 
JUOS 9S (F66[ OP NATIW 9d] SIOA DOUTWIO] SOIS Ud YWeIa INb) UsIpeULd IeI[Op 
np sonbiew oynyo ve] op uOoNeUl], Ins suorssnojodai say aonb anbrydxo 
Inb 99 4so,9 ‘a8uURPYD Op xNv}] Np JUSWdANOW ds] JUdAINS IND saguUR xNop 
sap sinoo ne diado.s juowoaisn{e 199 op ated apurisd snyjd vy] ‘ayveiouas 
a[s01 UY °% OZ UOMAUS,p UuOoNJOdoId aun suep UOTeUTWOSUOD FP & xd 
Sop IUdIIJaI Op DOIPUL] Ins [elguas ua JUdjNoOJOdoI as a8uRYyD ap xnr} 
np suoneiea soy ‘UsIpeUvD INa}vUTUTOSUOD Np suUOTsIAOId ap sotued np 
suuadow uonlsoduroo vy suep sayodur synpoid sap sprod ay guuop jueig 


aseq op syinpold sap xd say ja aSuLvYO ap xnv} JJ 


S661 ve6l €661 e661 1661 0661 6861 8861 L861 


) 
z 
v 
3 (eeumNsa ayjanue}od uononpoid ry] 19 
agarosqo uononpoid xy anuea souaTassIp) 
8 uononpold ap wed9e,] ap uoneUINsY 
Ol of 


SJUBISUOD STeT[Op UY 
jnIg IMaILIZUT WNposrg 


y onbrydery 


‘2h enbrydeip) ensowes Jonweid np uy ve] & % Z/T Z 
12 Z ONUOD ‘ooUUL] op UY YF & % € 19 Z/T Z ANUS INyqvie,s Inod gsnoaIo 
jso,s uononpoid op weoay aonb jueuauIew dJapisuod aT[q ‘ayfanuoajod 
uononpolsd ey ap uoneumnsa uos ‘soddei Jorulop np uonvoryqnd ey stndap 
UOJTAUD % [ AP ‘assieq I & JasIAoI eB onbuvg vx] ayOUT & RIAD (z aNnbruyoa} 
DION) BANe,p JolouRpuUs} xnv} Np UONNUIUNp ouN.p UOsTeI Ud ‘UeAPIedNe 
oumMsod weary, ou uonb sdaguue sosJgusJap sod ayOJ sulow 93a}9 Wesne 
ILQGoOIS dIJJO ‘stojayno}] ‘sausIs suleWso UOTAS ‘UONeUL] Op soULpUd) P| 
Ins ossieq ve] & suOTssaid sap UONeNUaD0R oUN ‘adUaNbagsuUOd op aI0A Ied 
Ja oequapaoxa ayorded v] ap assney oun snboaoid v C66 Op aNsoWS 
puoosas ne dd9AIAaSgO o[eqO]s apurWap LI IP DOURSSIOIO d}SOPOU LT 

‘D9UUL,] OP UY PL] SIOA NUDAINS DUTLITIQWIY STUIOUODS,] 
ap osssoajqivj ap saooRJ Ja Jow-aNno anbrwou0ss ayATOV] op sysoIOoW 
e] a}9 1Nd.U ddAaTa snd dIOOUd a9 Nd YeIne spuvWap 9y9D ‘sauUaTpeuLd 


Wavy NW D RY ta S40 eGo Nn: vW o 


‘S1OUL 
SABINAAP X1S SAP SANOID 
nv aenuajyy Cnoonvag 
1S9,S UO1LY{f{ul p XNV] 2] 
ANS aSUYGI ap xnvi np 


UO1JNJOAI,] AP APUAPIIUL, T 


‘ayjaiquajodg uoyonpoid 

DY] Ja avasAasgoO uo1jInpoAd 
DB] AAJUA JAVIA] ALBAVIP 

VD ANGIAJUOD V ayyqgoj]s 


apuvUMap V] ap a1uoqw.T 


‘aNsowIN Jomuaid ne Jassoipal as & 9OUdUTLUOD 
quo ‘suosIvul op sieyoe soy Jolynonied ua ‘sas8euout sop sasuadap so] 
aonb elap juaenbrpur sousis sureyiao ‘Wey oq ‘sJoIsINOg sINOD sap UOHEeUSWISNe J 
e Jo JoloqULp xnv sap dor ne ajqenquye yUoWAssTyoUS] op UOSTeI Ud 
JoleWapal Issne WeIADP UONLWUIOSUOD VT ‘sasvUsW sap UdIq op dJQ|OUPUYy 
uonens ek] Iulessep jo onoep ke] ap IoD J Jassieqep yoyo nod vine 
a1qopo sindap sArasqo J@IDIUI.P XN} Sap [NII JOU ST ‘s9oID JUOS sduwa} UTaTd 
e saysod ap snjd ua snd ap Is ynouns ‘aueWOp 30 suep apnydoUI] oIINpal 
WesAop ‘sIvUL & IIqUIADap Op JaNsIBoIUD ayJoO suTUIOD ‘Bald Ina}Das oy sueP 
1ojdway op ajuryodun uorssoiso3d dup, WudA & sIOU sap sInod nev sasuadap 
SINI] sp DouRJaI UN jo sINayeUIWIOSUOD SoyT ZOYO JoUeYUOD Op UTeSdI UN 
Jonboaoid yUduUdTA sinajory sInaisnjd anb 30 e& puosnes uo ‘suIOWUaN 

‘C66L US JI[qvIapIsUOD dssTeq oUN YsNdoK UO UOSTeUT dp JOTTIGou 
J] 19 SOTIGOWOINE SaTNIY9A Sa] ‘SUOSTeU Sd] SUTLOD XNIINOS sapoe.p wyYoe] 
B sagiovsuod quo sjI.Nnb sasuadap so] ‘Wey aq ‘syeyoe soils ap ve soidosd nad 
JUDWIOU J] JUSTeASN{ sINdIVUTLUOSUOD So] ‘UONNJOAS 999 ap sawn] Le] VW 
-ayuRsstoro 
apmeginbur oun 9yosns Issne oano-ynoad ev uorsuad ap soyqnd sounrsal 
sap usar] ‘UgUY “‘dJQIOURUY dIINOVsSUT,P JOUWTUSS J] Ja0JOJUSI JUOWOTesO 
nd e& C66 Ua suOsIeU sap xtid sap UONONpeal ayJaanou dup) ‘dsouUR] op anied 
aInalew Vv] JURINP sdsvUdsU Sap sHap Pk] 9p SOIAJas Np ONeI np UONRJUSWsNe 
oun suIenua yuo ‘ajqruodsip nudadl ne oneap Pk] sp ONeI Np JWoUWOssIoINV] 
e soonsnfuod ‘xne] ap sassney sod ‘siolourUy sayoIeul sop soaonbieul 
suonenjny xne soaqeiguina snjd snuas yUOS as sasvUdsU sa] ‘C66I Ua 
19 F661 Ua sonudaIns jOIJD]UT.P xXNv] Op sassney sap asnvo wv ‘ANNO Ug ‘dIqIvJ 
JueINSWAp IOdWI JURAR SNUDADI Sap DOURSSIOID PT “IOssaIsaI ap anuTUCS 
ve Inoyeaen Jed Jao1 atqruodsip nuaaal ay] ‘sasvusw sap oJofourUy UOnEMIS 
ke] Op uvuONRIONDIap kIT & aNqyUOD aynop sues yO sINa}vrJ sinoisnid 
‘QOUdTINOUOD YI 
yueavsedne JuoeAvNsnos soyeloJOWWIOD saJaeq sd] NO uONRUSWOTsaI vy] aonb 
dNANOR.p sayoursq so] suep nouns ‘sald INd}Oas a] sueP saTaInsInod yUOS 
as paid & sasiu soy 9 UONRINIONNsSI PT ‘UoWeTaTTeIeg ‘To;dwo sna] ap ayanoas 
PR] INs JUaSOMIIUI,S suds ap snjd ua snyjd ap ‘oyqnd imsajas np uoNestuRsIONI 
ap 2 synoayja sap uOoNONpel ap ‘amejaspnq dayoisne.p 3}x9]U0D UN suReq 
‘olgIouRUYy 
uonenys Inaj ap jolns ne sasvusut sop sajuvssipuvis suonednss09Id 
xne Jo ‘C661 Op omsed omofew vy yueInp guseis ev Inb ‘tojdway JUrINOyUS 
apnqwwoouLy ap sanbivew uonvaAvis3ey] & NOUNS JUS UONNUTWIP 3N2D “C66T 
Ud QNUIWIP JUSWOYOJ vw — eprurD np pleog do0UaJayUOD np sinayeurUOsUOD 
sop sopnime sap sorpury Jed sainsatu — sinoajeuuOsUuOD sap ddURYUOD PT 


SINIJVUIWIOSUOD Sdp SDULIFUOD VT 
T anbruyoai 910N 


Sethe li up chee Nie O EN SOO! CL. Mite: cl ee ee k-S thinOered Jct W sued 


suonevodxs,p opurwop er sJojnuwms ke anqmuod eve ‘juawadinbs.p 
SudIq Op opurWdp dyOJ ouN,p souv\sIsiod ev] e& ansnfuOCd ‘ayIqowo Ine ] 
ap 19 JUSWAdSO] NP sayoivw soy Ins dWATOV] 9p JUoWOssTUTJojjer ay ‘shed 
a0 sued ‘slup-sivig xne anbrurouos9 aduvssIoJO vl ap UOHRIQ]Q00" 9UN.P 
Inodavj ey] & ‘anbseur JOssd UN NUUOD UO suUOT}eIIOdXS S23] ‘S66 AP asoWIAaS 
puooses ne arqieyye jsa,s mnb ‘aimariajur apuvwep vl ap assoaul, ¥ 


PPCULD NP PILOG JOUDIIOJUOD : AWUNOS He 
SJUDWISO] Ip Jo SaTquINP UONLWUOSUOD Op sUdIq ap ‘s}URISUOD SIe]JOP Ua ‘sIVyOV 


9661 S661 v66l €661 Z661 1661 0661 6861 8861 

Oz- 08 

SI- 06 

Ol- (elon! 
S- Ol 
0) Ozt 
S ee i, ofl 

(QuOIp ap aTJayoe) (2yones ep ayoyoa) 
Ol xS]eYOR SOID xx SINIJLUIUIOSUOD Sap ovl 
sopnye sap s0Ipuy 

St Os} 
slow oZnop Ins OOL = 1661 


UONLHEA op XNvL SINOJeUUIOSUOD Sop doDUeTUO) 


¢ onbrydri5n 


‘aporiod 999 ap sinood nev ajquiasua.] suep 
JUVA JIINS JUO.U sastIdaNUd sop SdXY SJUIWASSTISOAUT Sd] ‘IDURSSTOIO d1OJ 
ap sooguuv sinaisnjd soide ‘sinayie Jeg ‘WUapadoid ansouras ne ywoddei 
Jed syoojs sop uonr[numdsor.p swylAl np januvisqns juoWwassnusyes un Jed 
JQUIAIJ 919 Issne v& aNbIWOUODS DATO] ‘C661 OP S2NsoWIas puOodas NY 
‘(T onbruysa} 310N 
yo ¢ onbrydeviy) oJA]UI.p xnv}] sap a[qisuas assteq oun,p Wdap ua sasuadap 
sind] Wnper yo mb ‘saseusgur sap souvyUuod. v] Op UOTISOID dIJaAnou 
oun Jed onied ua anbijdxa.s vjag ‘asiaiouoo sed jsa,s du d9uUR] Op UY 
ve] Inod npusane InsNSIA op uUTesal os] stew ‘aprwy aonb yWesas ou asowIN 
DWIISION Ne soURSSIOIO BP] Op oastidor vy aonb yuouaaTOaIja wedoagid 
ywoddes IotuJap a] ‘puoosas ne nad anbjanb assaisoid ev anbrurouosa 
DANI] ‘S66 ep aNsowas Jared aj yuUeInp sed a] anbsew moar saidy 


SOTVQO]S dIJJO,] JO opuvWAp VL 


‘SoLIPUIOWL 
JUOS 9S UaIpeuvo IeTJop np sassed uonepaidap vy 1a aseq ap sunpold 
sop JUoWdsslgyouer 3] Ivd sdaipuasud uONeyUl,p xne] os] IMs assney 
ev] & suoTssaid say ‘UaWATAT]VIVg “SIOW SIOTUJOp XIS sop sInod nv UONRYUL] 
Ins assiveq ve] & SUOISsoId sap Ja0JOXd,p aNUNUOD JO [IRAP Np syoIeW | 
INS Sd9ST[NUT SdOINOSSdI Sa] Jo SoiTeJUapsoXd UOTIONpoId ap sayoeded soy 


vOoHepuUl | JU..UON [FUT mb SINIB}OVIJ SIT 


‘C66[ AP aAJSamas puoras 
nv aaiquoosa Anajquv j 
na syd v.u anbimouorsa 


2910149D,] AP UOLJIDABJIIIV,T 


'C66I Op aAjsauias 
PUuUOIAS nv 1qGZ,a,f IssnvY 
UO UO1IYY{UL] ap SaAansaui 


SAPUVYAS SAAIND SAT 


‘Juapaoaid ansoumN do] daArIasqo asuadap 


ev] ap sayuvsodwiod sap Inayea vy Jed saasagpuod yuos xd sap sayjetnsowin suonenjony 
So] ‘SyooIs sap uONevA soy Id Np suleyo uo xud ap doIpur] ap [Noyes oy sueq ‘[ 


9661 


9661 


S661 v6e6l £661 e661 1661 O661 6861 8861 L861 


Wak BR I 


/ QI 


(SYOO}S Sop UOTRIIvA SIOY) 
did Np oureyo us xiid ap aorpuy 


yniq Inala ynpoid np a S 
y 
oxy uonviopuod ve ve 
xiid sap do1puy 


s~erput s}odun sap 
JOJJo 19 oISIOUS 
‘uonYUsUTTTe SsIOY Od] 


jonuue JUsWossi[s Ud UONVIIRA ap xneL, . 
UOHLLUL | op SoJNsoUs SOpuRsy) 


z onbrydviyh 


UONLYUL,| OP IsIILU Sp I[qID ONOYSINOJ Vv] Op ULIPOUI IUIOY e 


S661 v66l e661 Z661 1661 0661 6861 8861 L861 
c- 
OS: ) 
SN ff Ke spompur sjodun 
Lf YM Sap JdJJo 19 JIBIOUS Temas 
v = ‘uoneUsUTTye sIOY Od] 
e 
t » 
aIqio onoeyoInoy 

9 
SIOW SZNOP INS UONRIILA op xneL He e 

UOHLeUIWOSUOD ZT & XIId sap ddIpUT 

I onbrydern 
",eporied 


OW QUI FP] Op SINOD nv sNuUTWIp Issne we — ssudadap x] op uoTsOdwood x] ap 


suoneoyipow sap aj3dwos juan nb x1id sap suoneiva sap ainsour sun — 
SYOOIS Sop UOTIeIIVA SIOY GId Np sulevyo usd xiid op doIpul.] op Januur 


JUdWASsIOINO®.p xnv} oT (z onbiydei5) onsowi ourerxnop ne % L‘Z 
dNUOS ‘S661 Op aNsowl owelNenb ne % Z7‘Z & SdIJJIYO 189.8 GId Np oxy 
uonelapuod ev xiid sap ddIpuly ap oyjanuue assney eT “S661 ap amsoulas 
puoses ne Tyoayj Issne UO UONeYUI] Op soinsoul sopurss sane soy 
‘S66L eu Ud JUOWDTeSd JUIONY % 6‘Z ap JowUIOS UN & WoddeI 
Jed assiveq ud ‘% FT ap 91a & SIOW dZNOP IMs JUSUTISsIOINOe,.pP XN] UOS 
‘Teqo[s OdL] & wend (tT aenbrydesH) C66T 1ew ua jutone % ‘7 ap Jowwos 
un & JUoWdANeIeduIOD ‘% S‘T & aquIo) Wed SOUdIOJaI ap soIpuly sed 
QINssW sIOU 9ZNOp INs UONLYULpP xne} 3] ‘O66T SJeW U_ “UONeUTOSUOS 
ap sasusdap sap oasso[qiej vi jurAdp sjuryiejlap soy sed sanbneisd 
sleqel sap asneo ve onied uo ‘epuone As ou uo.nb juaweapider snjd nad 
UN ONUIWIP & UONLYUL] ‘SIOJOINOL “aTqID aNaYOINO|J ek] Op oINoTJayUT aTIOW 
RP] SUBP NPUSSAP JUSUIUIDDII Sd DOUdIOJOI OP SOIPUL,] Op slow oznop 
Ins uonvjuowsne,p xne) oJ woddei juapsooid ay wedoagsd ay awuwo5 


ITQS DNIYIINOJ LT 19 UOHL[UL,.T 


‘UONLIJUL,] Ins JuvssIse Inod}ovj [ediourd ds] SNUaAdDpdII Jsd dIWIOUODI | 
ap Ulds Nv dITeJUAaPVOXS dIJJO ouN,p douasaid YI 10 ‘aar[daI ysa,s doINsoU 
UONLYUL,] ‘assnows JULII,S JOJJo INI] ‘ISUTY ‘UONeYUl,] op sdUepUd} Fv] Ins 
aouaNNUL,p Nd sJons yuOo,U saeioduisa} ssoyd sao Yuwoddpy np sayuapsseid 
SUOSIVIAT] SOT Suep NAdId 939 Weave JT dWWOD ‘sIojaInoL, ‘UOMeUIUTOSUOD 
eR] & xtid say Ins and yuo aseq op sinpoid sap sinod sap ja asuryo 
op xne} np suoneiea say aonb douaploUl ap UOSTeI Ud C66I OP asoUWIDS 
Joruaid np Suo]T ne no} sJUOWSNe UO UOTLIJUI] ap sommsaw sayz ‘sdwo} 
np [gy ne voneyury ojuoulye inb spurulap ap jo oIJO,p xneUsWepUOos 
sInajrj so] jo ouviodwa) jojjo unnb juou nb sinajory soy omua 
uonouUNsIp ev] aey op svodurt jinb JuowoNe[D sUOW d9UUP dIQIUJOP Pv] 
ap sinoo nv xlid sap assney ev] Op UOTNNJOAI,] ‘pei snyd sansouwtny wny ke xIs 
UONe]UL] Ip sduvpuUd) ev] Ins JUOITSe IND sINa}OVJ Sd] Ins Sd9xv dIIP-k-}$9,9 
‘saatjoadsoid ana ouOp jUdATOp olejouOW anbiyyod ap sainsaur sot 

‘a]qeinp onbrwouo0s=s uorsuedxa 
auN JOSIOARJ ‘INO} UOS ¥v “YeIADP Jonbo] ‘uONeYuUrL] op aswyew ap sqIo 
aNoyoInoj vs ddAv ajqueduroo uorsuvdxsd,p swyAI uN osirejQUOW asseul 
Pe] & JUOWAD}OONpuUT JouIdun ve oaroydura.,s onbueg ey ‘UOTeTUI] Ins IOAe 
Jed juasstuy 10-sojjao anb souapoury & iInof un e& JUaWaODUPUy Np xnr} 
3] Joouonyur Inod onburg vy puosd anb sainsow sap juoA Inb suoureyo 
ap owes oun.p anmsuoo jso oejouow anbmnyod vi ap uorsstwsurs 
ap ouistuvoou! aT ‘WoAoId ke apioyyip jo Suoy, ona jnod souawousyd 
xnop sod op uoNe\sosfurw ve] anud ajnosa,s inb sdway a, ‘stojamnoy 
‘uoneyuLy] e@ sdura} a] SdAv SUQUT DATSS9OXS aIIvJQUOW UOTSUedxd SU 


NOLLVIANI I Ad ALNAOAAY NOLLATOAAT *€ 


WP Gr Vv oN) W 2 fA °a SFO UNS y & 


‘WUIMMAIIA 
IANAIAD{UL AIJIOUL VI V 
C66] Ua ajq19 ayjaqgounof 
D] ap aAnatsadns 

21]10U _ B] ap aassvd 4sa 
IDUIAAIfOA Aap ad1puty Avg 


APANSIUL UONIDLJUL, T 


‘DAVY 
Snjd SAAJSAUA JING VB X18 


UO1LVIUJUL] AP ADUDPU2] VI 


juosaouanpy ful nb sanajovf 


$2] ANS 29XD AAj2 11Op 


asipyauou anb1jyod vt 


‘UONY{{UL] AP ASTIAJLVUL ap 
21Q12 a2]0GIANOS VS Jaav 
21QUIVQUO) aALVjaUOUL 
uoLsUuvgxa p XnvY] uN 


asvAnNoIua anbuvg VI 


°% £ 4a ap 
JUOS 966[ 2p Ulf P} 
p.nbsnl juvnbyddv.s 


UOLIVL{UL] Aap AStAJIDUL 


ap 21412 ayjaqounof 


VY] ap Samy SAT 


UO1YLfUL ] 

ap IDUVDPUB] VI ANS 
SIDIAAXA JUOS AS ASSIVG V] 
v suoissard sap Jsoddva 
AdlUAap a] Sindap sajnoza 
S1OUL X18 Sap SANOD ny 


‘O66L [av Fz nv quajassv,s woddos Juasadd a] ausafuas anb saauuop SeT 


“o[qIo 
DNIYSINOJ KL] op INDWDIUL] & [eqo[s DOd].J e9P Myo. JousweI ve UOSeJ ap 
DOUdAIIJaI IP SOIPUL] Op UONLJUOWSsNeL,p xnv} a] Inod saeYNos sMOQAleN 
ve] uesajsnfe onbueg vy ‘sjuasiIoalp uonnjoag,p s[Tyoid sop Jaalasuoo 
JUDIVADP SdIPUT XNap soa IS ‘sloJoInoL, ‘[eqo[s Dd],J 9p Wowasstoiooe.p 
xne] np owour op juouo[qisuds a9 Ud Welaop [I ‘alyquia os[qro 
ao aleN PI WNS DUdIOJaI IP DOIPUT,] UOTaS soINsoW UONeyUL], onbsioy 
Yuanbasuoo Ieg ‘saleiiwis uonnjoag,p sjyoid sap sayoyse ke JUapuUa) 
DOUIIDJ9I IP IOIPUL] Ins 1d [eqo[s Dd].J INs sogpuoJ UONKLUI,| ap Ssoinsouw 
Sa] ‘sapoliad sansuoy] ap Ing ‘aduasafa4 ap ao1ipul| dt atjadde uo.nb 
39 189.) "JeqO]S soIpul,| ap sasesodula} syuaWaANOU sop Wed suUOd 3UN,p 
a0INOS FR] JOS sJUdWIaTa sdd aonb suUOP jUL}9 ‘s}DoIIPUT sIQdUT sap 19JJO,] 
JO o1810uUad,] ‘sjUdUTT]e soy Injoxd Inb doIpul 399 ap ajyuvIeA oun kv sprod 
ap snjd aprioooe anbuerg ey] (Od]) UONeWWOsUOD xX] & xXIId Sap ddIPUT] 
ap uUOOUOJ Ud soal[qrjIag JOS UONLYUL] op osiNteu ap soayqio soy 
‘xtid sap oaiyiqvis ey] doav afqneduroo aTqid anayoINo|j 
a]JeEaAnou oun.p JUOIpualAuOS onburg VY] 19 JUOUWIUIOANOS J] ‘8661 Op UY 
RP] DLd ‘apolsad aneao juvinp % € BI AP dsNoaYyoINoOJ ouN suep UONeUT.p 
XNU}] J] NWUaIUTeW ap 3189 QSTA J19A!GO,T “866T EP UY PT & C66T PP UY YI ep 
juey]e aporied ey nod uoneryuly ap voNnjoads,p a]qIO oO sleN sUN €G66T 
daiquiaoap Ud djalIv JO epeULD Np onburg x] 19 [eJapaj JUaWIAUIOANOS OT 


NOILLVWIANI T Ad aSTaLIVW Ad SAaTAIO SAT “C 


‘Saqend ne onbrnyod uonenys vy 19 epeurD ne oIjqnd 
Inajas Np sAdg[a JUaWAaNepua] Jed sadnodo0aI1d ana,p JUONUTUOD sJaToURUY 
sayorew soy ‘snjd aq ‘sdwia} siarusap sao Jnesou nudadp jsd jo WessIoaIOI 
dS SUIBOLIOW 19 SUSIPVURD SUTIO] WNOS & XNP)] So] SUS Jed, anb guUOp 
qurja ‘uoNdadsuooND Saae Jopasooid op ke onburg vy ‘sulowuran 
‘Q[LUONPLUIOIU J]JOYII,] & SUID} 
1INOO ¥ 1QJ9]UI,p xnv] sap ansoOap KP] & 10 epeULD Ne sonbiyqnd soouvuy soap 
jUdUASsTUIesse.| SUBP SsoIsOId xne aqenqune ‘sIaIouReUy SsoyoIewW soy Ins 
JUN[D Np UONRIOT[aWe oUN,p INdAvJ LT & WNpod jso.s JUdWssT{dnosse J9D 
‘Inof un & JUDWAdOURUY Np xne} os] Inod arlyqeia aypouuONviado ayayoINO|] P| 
sastidal sinarsnjd & JURsINnpel Ua aseINOoUS v anburg vr] onb ‘soirejouoU 
SUONIPUOD sap jUoWossljdnosse un ayNsnf UO stow sIaIUIOp XIS sap 
sINOD Ne UONLYUL] IMs sdg0Iaxa JOS ds Inb dossteq ve] e& sUOTssoId soT 
‘UOHEUUL| 9p 
AISTILUL AP J[GIO SNOYOINOJ vs ap InarIa}UL] ev xXIId sap assney ve] JTUSjUTeW 
Inod sonbiydde,p oiressaoau a8nf & ajja,nb amejauow onbiyyod ap sainsouw 
soy onbiyjdxo ja epeuedg ne uUOTeYyUl] op sduRpUd) ek] Op UejJ epeurD np 
onbueg vy aonb uonenyeag,, ajuasoid asipjauom anbyyod vj ans j4oddvy Jt 


NOILONGOULNY *T 


ise eve eS SiN Cerny Seon ey Ieee YY TA anes sALesdordsaryey 


OOIOL & SINUS] O66] Ut PJ4OM AGL 
QOUdIZJUOD LI OP UOISVIDO,] & OG6T JotAUel GT 9] sadUOUOId UONNDOT[Y 


uassaly, UOpIoOH — 


«IA OP NBAATU INI] JOJOYSWe.p sudTpeurD xne 
jueyouiod jo dayiIny uaiq ‘aanonpoird arwouos9 sun MOANnoWwOod 
JInod epeury np onburg x] asodsip yuop uakouw np joinyd stew 
‘TOS Ud UY oUN.p eT] sed WSe,s au [I ‘slojajnoy, “xtd sap siyiqvis ey] 
ap uoNesl]val ve] Ins ddxv 1sd DUUDIpeULD oIIeJQUOW anbiyT]Od eI» 


a an Ee ee a eB arydesSonqra 


ceo GA Gh by Sea) Saad ke ae ee suOTsN DUO) *9 
Co RUE ST Pane soneIQUOUT sINDeOIpU! $97 
OZ eee UONLJUL] & SOANLIOI SoUSNe Sop SaINsoW SdT 
6L °° UONeYUT,] yoousnyu! mb sasmesodura) sinajvj Soy 
QT Sete era th son ea eOR CAE bet | % (O saTeqols dIJJO] 19 apurwap eT 
Orn nearer a UONLUL,p sJgHeuUI US saatDodssad saT °¢ 
CL’ UONLYUL] op sslygIew op so[qid sop UOHNesT][Vvos VT “F 
Gee Lan a uONeJUI,| Joousnyur mb simojovrj soy 
gh9. DOPAOe MONET SF a1qio aneyosnoy yy] 18 VONeyULT 
EE ant wOneyUL] ep 91U999 UONNTOAg,1 *¢ 
os, A ENR VOHLUL] Sp asLIWEUT ap S2TqID SoT *z 
Cy + Sioa Soper Bee Oka uoOHoNposwy *T 


SIIIHEU SOP IIQUI, 


J, a-0¥ La NOW a oy ©) PL oe Od ye aT aan S LW Ore d ya 


apoAdo.1 Jorded ins epeurg ne swiduy 


€8Z8-LOZI NSSI NO 
F8b-06-6b-£68 


690 VIM 
(OLIRIUO) PMLNO 
UOIBUTAM, ond ‘PCT 
epeuey np onburg 


‘ajadual aun spd ajsodwa nf 19-1njao ‘siofajno] Anojas ap asvdoa np S140T ‘Avg uUaadlD Ja 
opulyovuyigoiy Vv. nbsnl DUAUL A] JA ADAQWIULOD AP AALADU UN AWWLOD UOJJIID A] SINAISUOD ‘AIJVS VT ap Anats 
UIYaaDD) JAAQOY-IUIaY ANAJVAOJAXA,T ‘VAVSVIN NP SAINGI Sap JUOWY UA SIVT SPUDAD Sa] ANS sansiavu 
VD nvalpg Aalwuadsd af ‘UOJJIID a] aagajaa woddey np ainjuaanod asvd v1 asjsngjt IND JUABAV, P AVIJOP IT 


AA 
NTS 
MS& 


BAN K BAS 


Su 


fter having risen sharply in the 
A first half of 1995, core inflation 

(as measured by the CPI exclud- 
ing food, energy and the effect of 
indirect taxes) has recently moved back 
down into the lower half of the Bank of 
Canada’s 1 to 3 per cent target range for 
inflation control. 

This downward movement in the 
trend of inflation warranted an easing in 
monetary conditions, which the Bank of 
Canada has encouraged through reduc- 
tions in its operating band for the over- 
night rate of interest. These policy actions 
were taken at a measured pace, given 
that differentials between — short-term 
interest rates in Canada and the United 
States were narrowing and that financial 
markets have remained wary about the 
high levels of public sector debt in 
Canada and about the political situation 
in Quebec. 

The outlook for 1996 is for the trend 
of inflation to remain in the lower half of 
the inflation-control target range and for 
a solid pickup in the pace of economic 
activity. 


Factors at work on inflation 


During the second half of 1995, slow 
growth of aggregate demand led to an 
increase in excess capacity in the 
Canadian economy and thus to continued 
downward pressure on the trend of infla- 
tion. (The Bank now estimates that the 


gap between actual and potential output 
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CPI excluding food, 
energy and the effect of 
indirect taxes 


1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 
e Midpoint of the inflation-control target range 


“The focus of Canadian monetary policy 
is on price stability. However, the Bank of 
Canada does not pursue price stability for 
its own sake but rather as a means of con- 
tributing to a well-functioning, productive 


economy, capable of providing Canadians 


with a rising standard of living.” 


— Gordon Thiessen 


Speech given at The World in 1996 
Conference, 19 January 1996 


1987 
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Gross Domestic Product 
Constant dollars 


Estimated output gap 
(difference between actual output 
and estimated potential output) 


Quarterly growth at 
annual rate 


1988 


1989 1990 1991 1992 1993 1994 1399S 


widened to about 2 1/2 to 3 per cent at 
year-end.) 

This weakness in economic activity 
was partly the result of declining con- 
sumer confidence in the face of uncertain 
job prospects 
among households about their financial 


and growing concern 
situations. Aggregate demand was also 
held back by the direct effects of public 
sector restraint. In the corporate sector, 
companies reduced their rate of inven- 
tory accumulation following a buildup of 
stocks in the first half of the year, and 
business fixed investment showed little 
change after several years of strong 
growth. 

In marked contrast to the sluggish- 
demand, 


increased sharply in the second half of 


ness in domestic exports 
1995 as the U.S. economy continued to 
operate at virtually full capacity. Exports 
might have been even stronger if not for 
slow economic activity overseas and 
some temporary weakness in the United 
States towards the end of the year. 

Two other factors contributed 
directly: ton thes recent. decline. inate 
12-month rate of increase in consumer 
prices. First, the effects of the past depre- 
ciation of the Canadian dollar have 
diminished considerably over the last six 
the 
increases in commodity prices, while still 
at both 


producer levels, has also subsided. 


months. Second, impact of past 


apparent the consumer and 


In terms of costs, the combination of 
sluggish demand in the second half of 
1995 and fiercely competitive markets has 
kept up the pressure on producers to 
control costs. Wage increases picked up a 
little in the private sector but stayed 
moderate overall. Unemployment 
remained largely unchanged over the 
past six months as encouraging gains in 
aggregate employment levels were 
matched by increases in the labour force. 

After impressive gains in 1993 and 
1994, productivity growth stalled in 1995. 
The lack of growth in productivity in the 
second half of the year resulted partly 
from the largely unanticipated slowing in 
demand towards year-end, since firms 
tend not to adjust their production inputs 
fully to short-term declines in demand. 
Combined with moderate wage gains, 
this caused unit labour costs to rise 


somewhat. 


Achieving the inflation-control 
targets 


the Report, the Bank has 
reduced its operating band for overnight 


Since last 
interest rates by one-quarter of a percent- 
age point on six occasions, in light of 
accumulating evidence that the trend of 
inflation was moving into the lower half 
of the target range. With these actions, 
monetary conditions have eased by the 
equivalent of about 200 basis points since 


3-Month Treasury Bill Rate 


Daily 


3-month 
treasury bill rate 


Overnight financing 
cost 


Operating band 


and Overnight Financing Cost 
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last autumn, reaching the lowest level in 
two years. 

Although the climate for interest rate 
the Bank 
employed a measured approach in its 


reduction was favourable, 
policy actions. This approach was aimed 
at fostering as much understanding and 
as little uncertainty about its actions as 
possible in an effort to try to avoid unfa- 
vourable market reactions. 

Financial markets responded _posi- 
tively to the Bank’s actions, and money 
market rates declined broadly in line with 
the overnight Canada’s solid 
inflation performance and pronounced 


GAC: 


progress towards achieving stated fiscal 
policy objectives, as well as global reduc- 
tions in short-term interest rates, all 
contributed to this improved market 
sentiment. Canada-U.S. short-term interest 
differentials narrowed and are now nega- 
tive. Despite this, the Canadian dollar has 
remained firm, reflecting these same 
factors as well as the recent marked 
improvement in Canada’s current 
account. While the interest rate premiums 
paid on medium- and long-term funds 
borrowed in Canadian dollars (compared 
with U.S. dollars) have declined, they 
remain relatively high — an indication 
that 


disappeared. 


investor uncertainty has not 


The outlook for inflation 


The “United” States, 
important trading partner, is expected to 


Canada’s most 
experience a steady pace of expansion 
over the remainder of 1996, once the 
temporary drag from severe weather and 
federal government shutdowns disappears. 

A general firming trend is also 
expected among overseas economies in 
1996. Japan is already showing signs of 
renewed strength, and expansion should 
continue in the emerging markets of 
Southeast Asia and Latin America. Thus, 
should continue to 


external demand 


bolster Canada’s output growth. 


Inflation Expectations at Various Horizons* 
Plotted against dates forecasts are made 


1 year ahead 


Target range 


3 and 5 years ahead 
(average) 


1990 1991 1992 1993 


* Based on various surveys of consumer price inflation by 


Consensus Economics Inc. 


At the same time, there are signs of 


gathering momentum in domestic 
demand in Canada. Although concern 
job prospects 


increase savings may continue to dampen 


about and efforts to 
the growth in household spending, the 


significant drop in short-term interest 
rates together with recent encouraging 
growth in employment and income 
should boost consumer confidence. 

All told, these factors suggest that the 
pace of expansion should improve in the 
first half of 1996 and pick up further in 
the second half. However, it is unlikely 
that slack in the economy will begin to 
be taken up until late in the year, 
indicating that downward pressure on the 
trend of inflation will persist throughout 
the year. 

The Bank also looks to information 
on the pace of monetary expansion and 
on measures of inflation expectations to 
shed light on the outlook for economic 
te 


aggregates support the view that activity 


activity and _ inflation. monetary 
will pick up while inflation will remain in 
the lower half of the target range in the 
first half of 1996. Measures of inflation 
expectations have fallen broadly in line 
with the midpoint of the bank’s inflation- 
control indicating the 


target range, 


growing credibility of monetary policy. 


1994 
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Conclusions 


With a significant amount of excess 
supply in the Canadian economy, the 
outlook for the balance of 1996 is for the 
trend of inflation to remain in the lower 
half of the inflation-control target range. 
For the medium term, a key issue is 
whether the trend of inflation might 
move below the Bank’s 1 to 3 per cent 
target range. As suggested above, a solid 
pickup in the pace of economic activity 
through 1996 and into next year is 
expected to begin to take up economic 
slack. Nevertheless, the fact that this 
scenario would still leave a margin of 
excess supply in the economy points to 
the possibility of the trend of inflation 


falling below 1 per cent six to eight 
quarters into the future. This in turn 
would imply an easing in the desired 
medium-term path of monetary 
conditions. 

However, consideration must also 
be given to the possibility that in 
response to the significant easing in mon- 
etary conditions that has occurred during 
the past six months, the economy could 
turn out to be much stronger, particularly 
if there were a pronounced turnaround 
in economic confidence among house- 
holds. Some further monitoring of the 
flow of economic information may there- 
fore be needed to come to a judgment 
on the balance of risks regarding the 
trend of inflation. 


Monetary Conditions Index 
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prés avoir enregistré une forte 

hausse au premier semestre de 1995, 

le taux d’inflation mesuré par I’ indice . 
de référence (IPC hors alimentation, énergie et 
effet des impdts indirects) est récemment 
redescendu dans la moitié inférieure de la 
fourchette de maitrise de l’inflation de 1 a 3 % 
que vise la Banque du Canada. 

Ce mouvement de repli de la tendance 
de /inflation a justifié un assouplissement 
des conditions monétaires, que la Banque 
du Canada a favorisé en réduisant sa 


fourchette opérationnelle pour le taux du 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 
¢ Point médian de la fourchette cible de maitrise de l’inflation 


IPC hors alimentation, 
énergie et effet des 
impots indirects 


x 


financement 4 un jour. La Banque a dd 
procéder avec circonspection, étant donné 
que lécart entre les taux a court terme 
canadiens et américains se rétrécissait et que 
les marchés financiers demeuraient inquiets 
au sujet de l’endettement élevé du secteur 
public au Canada et de la situation politique 


au Québec. 
On s’attend a ce que le taux de 

Vinflation tendancielle demeure dans la «La politique monétaire canadienne est 

moitié inférieure de la fourchette cible de axée sur la réalisation de la stabilite des 

maitrise de linflation et a ce quiil y ait une prix. Toutefois, il ne s’agit pas la dune fin 

nette reprise de l’activité économique en en soi, mais plut6t du moyen dont dispose la 

1990. Banque du Canada pour promouvoir une 
économie productive, bien huilée et permet- 

Les facteurs qui influencent tant aux Canadiens d’améliorer leur niveau 

Vinflation de vie.» 


Latonie de la demande globale au second 
semestre de 1995 a provoqué une hausse de 
la capacité excédentaire au sein de l'économie 


— Gordon Thiessen 


: 4 Extrait d'une allocution prononcée 
canadienne, de sorte que les pressions a la 


baisse sur la tendance de l’inflation se sont 
maintenues. (La Banque estime maintenant 
que l’écart entre la production observée et la 
production potentielle s’est creus€ pour 


le 19 janvier 1996 a l'occasion de la 


conférence The World in 1996 
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Produit intérieur brut 
En dollars constants 


Estimation de |’écart de production 
(différence entre la production 
observée et la production 
potentielle estimée) 


Croissance trimestrielle, 
exprimée en taux annuel 


1987 


1988 


1989 1990 1991 1992 1993 1994 1995 


sétablir entre 2 1/2 et 3 % environ 4 la fin de 
l'année.) 

La faiblesse de l’activite économique 
sexplique en partie par l’érosion de la 
confiance des ménages devant des 
perspectives d’emploi incertaines et les 
préoccupations grandissantes que suscite 
chez ces derniers leur situation financiére. 
La croissance de la demande globale a aussi 
effets directs des 
restrictions budgétaires mises en oeuvre par 


ete “fremee “par es 


les administrations publiques. De leur cdté, 
rythme 
d’accumulation de leurs stocks, qui avait 
semestre, et les 
investissements fixes n’ont guére varié aprés 


les entreprises ont réduit le 


été élevé au _ premier 


plusieurs années de forte progression. 

avec le tassement de la 
demande _ globale, les 
connu un essor marqué au second semestre 
de 1995, ayant 
continué de fonctionner tout prés des limites 
La demande d’exportations 
aurait pu étre encore plus élevée n’etit été la 


Tranchant 
exportations ont 


l'économie américaine 


de sa capacité. 


morosité de l’activite Economique outre-mer 
et l’'accés de faiblesse qu’a connu l'économie 
amé€ricaine vers la fin de l’année. 

Deux autres facteurs ont contribué 


directement au récent repli du _ taux 
d’accroissement sur douze mois des prix a la 
consommation. Premiérement, l’incidence 
de la dépréciation passée du dollar canadien 
s'est beaucoup atténuée au cours des six 
Deuxiémement, l’effet du 


passé 


derniers mois. 


renchérissement des produits de 


base, méme s'il se fait encore sentir du cdté 


a la fois de la production et de la 
consommation, s’estompe également. 

ailleurs, la stagnation de la 
demande observée au second semestre de 
1995 et l’apreté de la concurrence sur les 
marchés ont contraint les producteurs a 
poursuivre leurs efforts en vue de maitriser 
les cotitts. Les augmentations salariales ont 
légérement progressé dans le secteur privé, 


mais elles sont demeurées modérées dans 


Pag 


l'ensemble. Le taux de chémage est resté a 
peu pres stationnaire au cours des six 
derniers mois, car les progrés encourageants 
réalisés au chapitre du niveau global de 
Yemploi ont été contrebalancés par un 
accroissement €quivalent de la population 
active. 
Apres 
impressionnants en 


avoir affiché des _ gains 
1993 et 1994, la 
productivité a marqué le pas en 1995. Au 
deuxiéme semestre, sa croissance a été 
nulle, en partie en raison du ralentissement, 
inattendu dans une large mesure, que la 
demande a enregistré vers la fin de l’année, 
les entreprises ayant tendance a n’opérer 
qu’un ajustement partiel des facteurs de 
production lorsqu’il y a un recul de la 
demande courte période. Le 
piétinement de la productivité et la modeste 
progression des 
donné lieu a une légére hausse des cotts 


unitaires de main-d’ceuvre. 


Sur 


salaires, combinés, ont 


La réalisation des cibles de 
maitrise de Vinflation 


Depuis la parution du dernier rapport, la 
Banque a abaissé les limites de sa fourchette 
opérationnelle pour le taux du financement a 
un jour d’un quart de point de pourcentage, a 
six reprises, face au nombre croissant de 
signes attestant que Ilinflation tendancielle 
était en train de descendre dans la moitié 
inférieure de la fourchette cible. Dans 
la foulée de ces interventions, l’indice 
des conditions monétaires a reculé d’environ 
200 points de base depuis l’automne dernier 
et est ainsi tombé a son plus bas niveau en 
deux ans. 

Méme si la conjoncture se prétait a un 
recul des taux d’intérét, la Banque a procédé 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE DE LA BANQUE DU CANADA 


Taux des bons du Trésor 4 trois mois 
et coat du financement a un jour 
Données quotidiennes 


Taux des bons du 
Trésor a trois mois 


Fourchette 


Coit du financement 
a un jour 


avec circonspection a l’application de ses 
mesures de politique monétaire. Elle tenait 
a ce que celles-ci soient bien comprises et 
générent le moins d’incertitude possible afin 
de prévenir des réactions défavorables de la 
part des marchés. 

Les marchés financiers ont réagi 
favorablement aux mesures de la Banque, et 
les taux d’intérét du marché monétaire ont 
reculé sensiblement au méme rythme que le 
taux du financement a un jour. Les bons 
résultats obtenus par le Canada sur le front 
de linflation, les nets progrés accomplis 
dans la réalisation des objectifs fixés par les 
gouvernements en matiére budgétaire et la 
décrue des taux d’intérét a court terme a 
léchelle internationale ont contribué a 
améliorer !humeur du marché monétaire. 
Les é€carts entre les taux d’intérét a court 
terme canadiens et américains se sont 
rétrécis durant la période et sont maintenant 
négatifs. Le dollar canadien est néanmoins 
resté ferme, ce qui tient aux facteurs qui 
soutiennent le marché monétaire ainsi qu’a 
lamélioration marquée du solde de la 
balance courante du Canada qui s’est opérée 
récemment. Bien qu’elles aient diminué, les 
primes que les emprunteurs de fonds a 
moyen et a long terme en dollars canadiens 
ont eu a verser (en sus de ce que paient les 
emprunteurs de dollars américains) sont 
encore relativement élevées, signe que les 
investisseurs demeurent méfiants. 


Les perspectives en matiére 
dinflation 


L’économie des Etats-Unis, principal partenaire 
commercial du Canada, devrait connaitre un 
rythme d’expansion soutenu drici la fin de 
1996, une fois disparues les répercussions 
temporaires du mauvais temps et des interruptions 
des services dans l’administration fédérale. 

De facon générale, on s’attend aussi a 
ce que la croissance soit plus vive dans les 
économies d’outre-mer en 1996. Au Japon, 
activité Economique donne déja des signes 
d'un regain de vigueur, et on prévoit que 
l'expansion se poursuivra sur les marchés 
naissants d’Asie du Sud-Est et d’Amérique 
latine. Par conséquent, la demande extérieure 
devrait continuer d’alimenter la croissance de la 
production au Canada. 

Parallélement, certains signes témoignent 
d'un ressaisissement de la demande intérieure 
au Canada. Si le fait que les ménages demeurent 
préoccupés au sujet des perspectives 
demploi et s’efforcent d’accroitre leur 
épargne peut continuer de ralentir la 
croissance de leurs dépenses, il reste que 
la baisse appréciable des taux d’intérét a 
court terme, conjuguée a des facteurs 
encourageants tels que la croissance récente de 
l'emploi et des revenus, devrait raviver la 
confiance des consommateurs. 

Tout compte fait, le rythme d’expansion 
économique devrait s’améliorer au premier 
semestre de 1996 et s’accélérer encore au 
second. Toutefois, les capacités inutilisées 


Taux d@ inflation attendus a divers horizons* 


Date de la prévision en abscisse 


Fourchette cible 


3 et 5 ans 
(moyenne) 


1990 1991 1992 1993 1994 


* Selon les résultats d’enquétes sur la hausse des prix a la 
consommation menées par Consensus Economics Inc. 


1995 
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dans 
probablement a étre absorbées que vers la 
fin de l’année, ce qui donne a penser que 


l’'@conomie ne commenceront 


les pressions a la baisse sur la tendance de 
linflation persisteront toute l’année. 

Pour se faire une idée des perspectives 
d’activité économique et 
d'inflation, la Banque considére aussi le 
rythme d’expansion de la masse monétaire 
et les mesures des attentes relatives a 
linflation. L’évolution des agrégats monétaires 
conforte le point de vue selon lequel 


en  matiére 


l'activite €conomique s’accélérera alors que 
le taux diinflation se maintiendra dans la 
moitié inférieure de la fourchette cible au 
premier semestre de 1996. Selon les mesures 
des attentes, le taux d’inflation escompté est 
tombé en gros au point médian de la 
fourchette cible de maitrise de l’inflation, ce 
qui temoigne de la crédibilité croissante dont 
jouit la politique monétaire. 


Conclusions 


Etant donné l’importante offre excédentaire 
au sein de l’@conomie canadienne, le taux de 
inflation tendancielle devrait demeurer dans 
la moitié inférieure de la fourchette cible 
jusqu’a la fin de 1996. 


A moyen terme, il reste 4 savoir si le 
taux de linflation tendancielle tombera en 
deca de la limite inférieure de la fourchette 
de 1 a 3 % que vise la Banque. Comme il a 
été mentionné plus haut, 
commencer a_ se 


les capacités 
inutilisées devraient 
résorber grace a une nette reprise de 
lactivité tout au long de 1996 et au début de 
Mais méme dans ce cas, 
excédentaire, ce qui 
laisserait supposer que inflation tendancielle 
pourrait tomber sous la limite de 1 % 
dans six a huit trimestres. 
concrétisait, On pourrait 
assouplissement de la trajectoire souhaitée a 
moyen terme pour les conditions monétaires. 
En faut considérer la 
possibilité qu’a la faveur de la deétente 
marquée des conditions monétaires observée 


lan prochain. 
Voffre demeurerait 


Si ce scénario se 


envisager un 


revanche, _ il 


au cours des six derniers mois, |’@conomie 
se révéle beaucoup plus robuste, surtout si 
un fort regain de confiance se dessine chez 
les mé€nages. 
suivre de pres les données économiques 


Il faudra done continuer a 


avant de pouvoir se faire une idée de la 
résultante des risques entourant la tendance 
de l’inflation. 


Indice des conditions monétaires 


1991 


1992 1993 


Données des mercredis, janvier 1987 = 0 


1994 1995 


1996 


illez communiquer avec le 
relay 


ns@bank-Danque-canada.ca 
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“Canada has made significant progress in restor- 
ing the credibility of its macroeconomic policies 
and making the adjustments necessary to lay the 
foundation for a more efficient, prosperous econ- 
omy in the future.... The best contribution the 
Bank of Canada can make to sustaining these 
positive trends is to foster a monetary environ- 
ment of confidence and stability. And that is 
what we intend to deliver with our commitment 
to targets for inflation control.” 


— Gordon Thiessen 


Speech to the Canadian Association for Business 
Economics and the Ottawa Economics Associa- 
tion, Ottawa, 21 March 1997 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself but the means whereby monetary 
policy contributes to good economic performance. 


Low inflation allows the economy to function more effectively and thereby 
contributes to better growth potential over time. 


Inflation-control targets ensure that monetary policy will help to moderate 
cyclical fluctuations in income and employment and assist the Bank in 
making more accurate judgments about the growth potential of the econ- 
omy. 


The monetary policy instrument 


A wide variety of evidence suggests that, in the longer term, inflation 
results from excessive monetary expansion. The transmission mechanism is 
complex and involves long and variable lags. Through its influence on 
short-term interest rates, the Bank of Canada aims to achieve a rate of 
monetary expansion consistent with the inflation-control target range. 


The targets 


In December 1993, the federal government and the Bank of Canada 
announced the objective of keeping annual increases in the consumer 
price index (CPI) inside a range of 1 to 3 per cent. 


By the end of 1998, a decision will be taken on a future inflation-control 
target range that would be consistent with price stability. 


Monitoring inflation 


In the short run, the Bank focusses on the CPI excluding food, energy, and 
the effect of indirect taxes, because there is a good deal of movement in 
the CPI caused by transitory fluctuations in the prices of food and energy, 
as well as by changes in indirect taxes. This measure is referred to as the 
core CPI. 


Over longer periods of time, the measures of inflation based on the total 
CPI and the core CPI tend to follow similar paths. In the event of persist- 
ent differences between the trends of the two measures, the Bank would 
adjust its desired path for core CPI inflation so that total CPI inflation 
would come within the target range. 
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1. INTRODUCTION 


Since the last Report, the Canadian economy has advanced 
broadly in line with expectations. Inflation has remained low, the 
domestic economy has begun to respond to the substantial degree 
of monetary ease in place, and the external economic environment 
has been favourable. 

With rapidly improving fiscal positions of governments and 
expectations of continued low inflation underpinning the value of 
the Canadian dollar, short- and medium-term interest rates have 
remained appreciably lower than those in the United States. In this 
low-interest-rate environment, private sector activity has begun to 
pick up significantly and to offset the dampening effects on spend- 
ing and consumer confidence coming from public sector restraint. 
Economy-wide, however, the level of aggregate demand remains 
well below capacity limits. 

In this set of circumstances, the Bank of Canada has kept mon- 
etary conditions accommodative. With the economy gathering 
momentum, the challenge for monetary policy will be to encour- 
age monetary conditions that support a durable expansion and 
preserve Canada’s low trend rate of inflation. 


This report includes information received to 22 April 1997. 


While easy monetar} 
conditions have led to 
a pickup in economic 
activity, inflation 
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2. RECENT DEVELOPMENTS IN INFLATION 


CPI inflation picked up somewhat over the past six months, 
largely in response to temporary influences. However, slack in 
markets is still exerting downward pressure, and core inflation has 
remained in the lower half of the Bank’s target range for inflation 
control. 


Inflation and the target range 


As anticipated at the time of the last Report, the 12-month rate 
of increase in the core CPI has remained in the lower half of the 
inflation-control target range, although it has moved up somewhat 
since the autumn of 1996. As of March 1997, core inflation was 
1.7 per cent compared with a recent low of 1:2 per cent in 
September 1996 (Chart 1). 

The increase in the core measure appears to have largely 
stemmed from transitory factors that will not have a lasting effect 
on inflation. These include a rise in air fares due to higher fuel 
costs, an increase in auto insurance costs in Ontario following a 
government-mandated change in the insurance system, and some 
reconstitution of retail profit margins. 

The 12-month rate of increase in the total CPI was 2.0 per cent 
in March 1997, compared with 1.5 per cent last September. Higher 
enérey "prices’ contributed 10 this! rise; Ybut “thismetect 4s 
expected to be only temporary since prices: at the producer 
level have declined significantly since mid-January. 
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In contrast, other broad measures of inflation have fallen since Other broad measures 

the last Report, partly because of a decline in the terms of trade— of inflation continued to 
the price of exports relative to the price of imports. The rate of decline in the second 
increase in the fixed-weight gross domestic product (GDP) deflator half of 1996. 
was 1.4 per cent in the fourth quarter of 1996 on a year-over-year 
basis, compared with 1.7 per cent in the second quarter (Chart 2). 
The year-over-year rate of increase in the chain price index for 
GDP excluding inventories'—a measure of price changes that 
adjusts for shifts in the composition of spending—also edged down 
[O7Lorpel Cem OVER (hersame penod: 


Chart 2 
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Factors at work on inflation 


Aggregate demand and supply 


Economic activity picked up significantly in the second half of |The pickup in economic 
1996, broadly in line with expectations. In volume terms, GDP rose activity in the second 
at a 3 per cent annual rate over this period compared with just balfof 1996 was 
over 1 per cent during the first half of the year. Particularly broadly in line with 
encouraging were indications of gathering momentum in domestic expectations. 
demand by both households and businesses. 


1. The chain price index for GDP (excluding inventories) weights quarterly 
price changes by the dollar value of expenditure components in the previous 
quarter. 


Spurred by lower 
interest rates, 
household demand 


continued to pick up. 
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Chart 3 
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Household spending—especially on housing, motor vehicles, 
and furniture and appliances—rose strongly over the final six 
months of 1996. With lower interest rates and an associated 
improvement in the perception of their near-term financial situa- 
tions, consumers were more inclined to make major purchases. 
Thus, consumer confidence improved (Chart 3) despite the slug- 
gish performance of personal disposable income. Lower debt- 
servicing costs (Chart 4), household balance sheets that are gener- 
ally in reasonable shape (Technical Box 1), continued job creation 
in the private sector (Technical Box 2), and pent-up demand for 
housing and consumer durables have all been positive influences. 


| Chart 4 


Debt-Service Ratio 
Interest payments as a percentage of personal disposable income 


1989 1990 1992 1994 1995 


Technical Box 1 
Personal Savings Rates and Household Balance Sheets 


Some commentators have voiced concerns that low personal savings rates and 
high household debt levels will prevent the household sector from contributing 
significantly to the economic expansion. A closer look shows that this should not 
be the case. 


Personal Savings and Increase in Net Worth 
as a Percentage of Disposable Income 


increase tn Inflation-adjusted a 


net worth savings rate 


Savings rate 
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Source: Statistics Canada 


The conventional measure of the personal savings rate, even after adjustment 
for inflation,* has declined steadily from 1982 to 1996. As household spending 
expanded strongly in the fourth quarter of 1996, the savings rate fell to 3.2 per 
cent. However, there is no reason why it should not remain at this level for a time 
or go even lower temporarily while interest rates are low and the economy is 
expanding. The increase in personal net worth, an alternative measure of 
savings,** which shows a much higher savings rate in recent years, lends credence 
to this possibility. 

Although the ratio of household debt to personal disposable income continues 
to rise, the ratio of this debt to household assets has been stable at around 18 per 
cent, after declining substantially in the 1980s. Viewed another way, the net worth 
of the household sector, boosted by capital gains on securities, has grown rapidly 
in the past few years. While debts and assets may not be equally distributed 
across households, the fact that three-quarters of household debt is in the 
form of mortgages on residential properties suggests that most of the indebted 
households have offsetting assets. 

What is most important, however, is that the burden of servicing household 
debt has diminished considerably since the early 1990s because of the large 
decline in interest rates. Together with the increase in net worth, this lower debt- 
service cost should help to sustain Canada’s economic recovery. 


* 


For more detail on the inflation adjustment to the personal savings rate, see Lau (1993). 
** Net worth is the value of assets (at current prices) minus liabilities. Assets include finan- 
cial assets and real estate but exclude stocks of consumer durables. 
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Technical Box 2 
Private Sector Job Creation 


The current economic expansion has been marked by a divergence between 
private and public sector employment. Since the middle of 1993 (when 
output reached its pre-recession level), private sector employment has risen by 
8.4 per cent while public sector employment has fallen by over 6 per cent, for an 
overall increase in total employment of 5.9 per cent. 

Job creation has been particularly strong in manufacturing and in the non- 
agricultural primary sector. In addition, some service industries have posted solid 
gains over the period. These include trade, transportation and communications, 
and community, business and personal services. 

After a sizable run-up at the beginning of the decade, the trend in total public 
sector employment began to decline significantly starting in late 1994, as various 
governments and government enterprises began the process of restructuring. 

As part of that restructuring, certain services have moved to the private sector 
together with some of the employees involved. In addition, it is probable that 
many of those who left the public sector have become self-employed, helping to 
boost the growth of this category over the last two years. Since some of these jobs 
are being created in business and personal services, it is not surprising that 
employment in that area has been growing steadily. 

The strengthening of output growth that began after mid-1996 is expected to 
continue to stimulate private sector job creation in 1997 and beyond. 


Private and Public Sector Employment Employment by Sector 
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Business fixed investment also increased substantially in the 
second half of 1996, resuming the strong growth recorded in the 
three years up to mid-1995. Firms continued to pursue opportuni- 
ties to improve productivity and to expand capacity. The increase 
in expenditures in 1996, as in the earlier part of this decade, was 
concentrated in machinery and equipment, particularly computers 
and other office equipment. Manufacturers and telecommunications 
companies both boosted investment outlays considerably. 

Inventory levels also appear to be in good balance. Indeed, 
after substantial cuts in stocks earlier in the year, firms in the man- 
ufacturing and wholesale trade sectors began adding to inventories 
again in the second half of 1996 in response to higher sales levels. 

The substantial gain in domestic demand, especially for 
machinery and equipment, contributed to a rebound in import vol- 
umes in the second half of 1996. In marked contrast, exports fell 
back noticeably towards year-end in spite of continued growth in 
the U.S. economy. The General Motors strike in October led to a 
temporary decrease in automotive export volumes—and output—in 
the fourth quarter of 1996. Exports also fell because of reduced 
activity in the U.S. housing and automobile markets, and a decline 
in U.S. demand for machinery and equipment. These factors, 
together with the strong gains in Canadian imports of machinery 
and equipment, returned the current account to a small deficit 
position by the end of the year (Chart 5). 


Chart 5 
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Businesses also 
increased invesiment 
outlays considerably 
and began rebuilding 
stocks. 


In contrast, external 
demand for Canadian 
goods fell off towards 


year-end. 


The gap between actual 
and potential output 


narrowed. 


Earlier increases in 
the prices of crude oil 
and natural gas bave 
contributed to the 


recent rise in the CPI. 


Aggregate demand in the second half of 1996 advanced some- 
what faster than estimates of the economy’s capacity to produce. 
Such estimates, however, are imprecise and also change as the 
structure of the economy changes. Accordingly, calculations of 
potential output and the output gap should be seen as point esti- 
mates within a wide confidence band. At the end of 1996, the 
Bank’s estimate of the output gap narrowed to around 2.5 per 
cent, down from a revised 3.0 per cent at midyear (Chart 6).? 


Chart 6 
Gross Domestic Product in Constant Dollars 
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The exchange rate and commodity prices 


A percentage change in the exchange rate typically feeds 
through to the core CPI by a factor of about one-fifth over a two- 
year period. The appreciation of the Canadian dollar over the past 
two years should thus be a source of slight downward pressure on 
consumer prices for at least the next year. 

In recent months, prices at the consumer level have been sig- 
nificantly affected by earlier increases in energy prices at the pro- 
ducer level. The prices of fuel oil, gasoline, and natural gas have 
been directly affected, while indirect effects have raised the prices 
for other goods and services that are included in the core CPI, 
such as air travel. Since mid-January, however, much of the sharp 
1996 increase in the prices of both crude oil and natural gas at 
the producer level has been reversed as a result of milder 


2. The small downward revision of about 0.25 per cent to the midyear estimate 
of the output gap results from a reduction in the Bank’s assessment of the 
trend labour force participation rate used in calculating potential output. This 
revision reflects a judgment that more weight should be given to recent actual 
values of the labour force participation rate in estimating the trend rate (see 
Technical Box 2 in the May 1996 Monetary Policy Report). 
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temperatures. Thus, the effect on the level of the CPI is likely to 
be temporary. 

World commodity prices (quoted in U.S. dollars) have, on aver- 
age, remained firm since last October (Chart 7). Price changes 
have been most pronounced for crude oil and metals. Metals 
prices have improved on news of strengthening demand and lower 
stocks. 


Chart 7 
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At the producer level, the aggregate industrial product price 
index has shown little change on a year-over-year basis (Chart 8). 
This has reflected higher prices for petroleum products, offset by 
declines (earlier in 1996) in the prices received by Canadian pro- 
ducers of newsprint, pulp, and metals. 


Chart 8 
Industrial Product Price Index 
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Underlying wage 
increases in the second 
half of 1996 were 
similar to those 
recorded in the first 
half: 


As productivity picked 
up, the year-over-year 
increase in unit labour 


costs eased. 
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Cost control 


Product markets in Canada are strongly competitive, maintain- 
ing the pressure on producers to control costs and to raise produc- 
tivity. Cost increases were generally low in the second half of 
19906. 

Wages, the largest component of total costs, continued to rise 
at a moderate pace during the second half of the year. Average 
annual wage settlements in the private sector rose to 2.1 per cent 
over the same period (Chart 9). Setthements in the automotive sec- 
tor averaged 3.5 per cent, while all other private sector settlements 
averaged 1.5 per cent. In recent years, settlements in the manufac- 
turing sector have generally been high relative to those in other 
sectors, largely because of substantial gains in productivity. Influ- 
enced by fiscal restraint, wage setthements in the public sector in 
the second half of 1996 remained at very low levels (0.4 per cent). 
Overall, based on these and other measures of wages, underlying 
wage increases (i.e., excluding such factors as changes in the com- 
position of employment) are estimated to have been in a range 
between 1.5 and 2 per cent on a year-over-year basis—unchanged 
over the last four years. 


Chart 9 
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Productivity (output per person-hour) picked up somewhat in 
the second half of 1996, an improvement from its earlier sluggish 
advance. This improvement contributed to an easing in the year- 
over-year rise in unit labour costs (Chart 10). 


14 


M ‘ON Bot AR EP ©) I.) © Ee Po 


Chart 10 
Unit Labour Costs and Labour Productivity 
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3. ACHIEVING THE INFLATION-CONTROL 
‘TARGETS 


Over the period since the last Report, the Bank has sought to 1/%e Bank has 
broadly maintain the monetary conditions achieved in the autumn 0ro0ddly maintained th 
of 1996. To keep monetary conditions from tightening as the Cana- ™onetary conditions 
dian dollar strengthened, the Bank lowered the operating band for 4@cteved last autumn 
the overnight interest rate on four occasions in October and 
November. The Bank Rate, which sets the upper limit for the oper- 
ating band, was reduced by a quarter point each time (Chart 11). 
Since then, the Bank Rate has been left unchanged, and the monetary 
conditions index (MCI) has varied between -5 and -6 (Chart 12). 


The fluctuations in the MCI have resulted largely from changes The exchange rate has 
in the exchange rate (Chart 13). A key factor influencing the Cana- fluctuated against a 
dian dollar has been the strong increase in the U.S. currency robust U.S. dollar 
against most major currencies. The U.S. dollar has been bolstered while strengthening 
by the robust U.S. economy and by the growing expectation that on average, against 
short-term interest rates in the United States would have to rise. In other G-10 currencies 


this situation, the Canadian dollar has weakened against the U.S. 
dollar, but has shown considerable strength against G-10 currencies 
other than the U.S. dollar (G-9 currencies). On an overall G-10 
basis, while showing considerable volatility, the Canadian dollar 
has remained at or above the levels that prevailed through much 
of 1990. 
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Chart 11 


3-Month Treasury Bill Rate and Overnight Financing Cost 
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In the last week of March, the Federal Reserve raised the fed- 
eral funds rate by one-quarter of a percentage point, a move that 
was largely anticipated by markets. Financial markets have reacted 
to subsequent U.S. economic data by incorporating expectations 
of further moves by the Federal Reserve. This reaction has spilled 
over to financial markets internationally. In the case of Canada, 
short- and medium-term interest rates have moved up. As well, the 
dollar has weakened further against the U.S. dollar but continues 
to show firmness against other major currencies. On balance, the 
monetary conditions index has stayed within its recent range, but 
with a change in the mix of interest rates and the exchange rate. 
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Chart 12 
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Despite the recent volatility, Canadian financial markets con- 
tinue to be supported by the fundamentals of low inflation, declin- 
ing public sector borrowing, and an improved external balance of 
payments. Over the past two years, these factors have led to a 
large decrease in the risk premiums that investors require on Cana- 
dian assets, and they continue to underpin market expectations of 
a future appreciation of the Canadian dollar. This, in turn, has 
allowed Canada-U.S. interest differentials from short-term to 10- 
year maturities to remain negative (Chart 14). 


Chart 14 
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Interest rates in 
Canada can remain 
below those in the 
United States because 
of expectations that 
the Canadian dollar 
will rise. 


4. THE OUTLOOK FOR INFLATION 


When evaluating the prospects for inflation, the Bank considers 
the key factors affecting the balance between aggregate demand 
and aggregate supply over the next four to six quarters. It also 
looks at measures of inflation expectations and at the pace of 
monetary expansion when forming its views on the future path of 
output, inflation, and desired monetary conditions. 


Aggregate demand and supply 


During the second half of 1996, the pace of spending in the 
U.S. economy strengthened more than had been expected, leading 
to a small estimated increase in excess demand by year-end. Indi- 
cations are that spending in the first quarter of 1997 was strong as 
well. The rate of increase in real GDP should ease over the next 
few quarters as export growth falls back in line with developments 
in the principal trading partners of the United States. The contrast 
between a strong U.S. economy and moderate economic activity in 
the major overseas countries has led to an appreciation of the U.S. 
dollar. While core inflation (which excludes food and energy 
prices) has continued to decline slowly in the United States, partly 
as a result of the dollar’s appreciation and the buffering effect of 
slack in overseas economies, there are some indications that tight 
labour markets are starting to put upward pressure on wages. 
Monetary conditions have already tightened as a result of the cur- 
rency appreciation and the March increase in the federal funds 
target. The Federal Reserve may nonetheless see a need to raise 
interest rates further to prevent a buildup of inflationary pressures 
and thereby help to sustain the economic expansion. 

Economic expansion in the major European countries was 
weaker than expected during the second half of 1996, while the 
pace of spending in Japan was somewhat more rapid than antici- 
pated. Moderate growth is expected to continue in Europe and 
Japan during the first half of 1997, sustained by past easings in 
monetary conditions. 

Prices of commodities are likely to remain under downward 
pressure in the near term. The price of crude oil, in particular, 
could fall further as supplies from non-OPEC sources increase and 
the tight inventory situation of late 1996 is rectified. However, a 
modest upward trend in the overall commodity price index should 
resume by mid-1997, which should support Canadian production. 
Prices of most industrial commodities are expected to strengthen 
on average as the pace of expansion among the major economies 
reduces the world’s excess capacity. 
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On balance, external demand should resume its role as an 
important factor in the expansion of the Canadian economy in the 
first half of 1997, reinforced by the strong competitive position of 
Canadian industry. In particular, Canadian exports should rebound 
in early 1997 from their low level in the fourth quarter of 1996, 
which was caused partly by transitory factors, including the Gen- 
eral Motors strike. 

Prospects are also good for further gains in domestic demand. 
The past easing in interest rates should lead to further increases in 
household demand. Indeed, the combination of low interest rates 
and pent-up demand for housing and consumer durables is likely 
to lead to a continuation of the recent higher rates of household 
borrowing. This could result in a low level for the personal savings 
rate for a number of quarters. The increase in interest-rate-sensitive 
spending along with the anticipated resumption of buoyant growth 
in exports should boost private sector employment and, hence, 
support household spending. These influences should counter fac- 
tors working in the opposite direction, particularly those coming 
from further fiscal restraint. They should also tend to offset the 
effects on consumer confidence coming from the current high 
unemployment rate. In addition, recent surveys of business confi- 
dence by the Conference Board, as well as Statistics Canada’s sur- 
vey of investment intentions for 1997, suggest that capital spending 
should remain strong during the first half of the year. 

Thus, both external and domestic factors point to continued 
robust expansion in the first half of 1997. In our view, the econ- 
omy should also have significant momentum into the second half 
of this year, sustained by the substantial amount of monetary eas- 
ing that has already taken place. The Bank thus continues to 
expect average growth of around 4 per cent through to the fourth 
quarter of 1997, which should translate into annual growth of 
somewhat less than 4 per cent for the year. On a comparable 
annual average basis, private sector forecasters are currently look- 
ing for growth of 3.3 per cent. The Bank expects further economic 
slack to be taken up through 1998. 

The above outlook implies that the downward pressure on 
core inflation from slack in product markets will remain a factor in 
coming quarters (Technical Box 3). Similarly, labour market condi- 
tions will continue to restrain any significant upward pressure on 
wages. It is expected that continued strong economic expansion 
this year will lead to further substantial gains in productivity, 
which would also limit overall cost increases. Thus, we would 
expect core inflation to remain in the lower half of the inflation- 
control target range for the balance of 1997. 
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External demand 
should resume its role 
as an important factor 
in Canada’s output 
growth ... 


.. and further gains in 
domestic demand are 
expected. 


Technical Box 3 
Can the Economy Grow Strongly Without Rising Inflation? 


With the Canadian economy entering a period of strong economic expansion, 
increasing attention is being focussed on whether the low inflation rates that have 
characterized the economy over the past several years can be sustained. The 
experience of the 1980s illustrates that inflation performance is determined mainly 
by the level of excess supply or demand, rather than by how quickly output is 
growing. 

As shown in the table below, the Canadian economy experienced a period of 
strong growth in the early 1980s that was not accompanied by rising inflation. 
Indeed, the CPI fell from an annual rate of increase of almost 11 per cent in 1982 
to 4 per cent in 1985. It was only in the latter part of the decade, as the level of 
demand pushed past the capacity of the economy to produce goods and services, 
that inflation pressures began to emerge. 


1982 1983 1984 1985 1986 1987 1988 1989 
L. — —— “2 SS x2 ss: = oe a 
| GDP growth {| -3.2 es 6.3 4.8 33 4.2 5.0 2S 
(per cent) | 


| CPlinflation | 10.7 5.9 4.3 4.0 4.2 4.4 4.0 5.0 
(per cent) 


Estimated — -4.5 -4.4 -1.7 -0.5 -0.6 +0.3 +2.4 +2.6 
output gap* 


The Bank’s Annual Report for 1989 noted that, with substantial excess demand 
in that year, consumer prices rose more rapidly than in any of the previous five 
years. Inflation in Canada that year exceeded inflation in the United States and in 
the five major overseas countries as a group. This pickup in inflation occurred 
despite moderating influences on the prices of products traded internationally, 
which stemmed from an appreciation of the exchange rate and from a decline in 
the U.S. dollar price of many resource exports. 

With a considerable amount of excess supply at the end of 1996, the strength 
in demand that the Bank is predicting would still leave the economy with excess 
supply at the end of 1997, implying continued downward pressure on prices. 
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Temporary factors affecting inflation 


The tendency of the Canadian dollar to appreciate over the last 
two years should put slight downward pressure on the CPI in com- 
ing months. Furthermore, both the earlier marked declines in the 
prices of many industrial materials and the recent easing in the 
prices of both crude oil and natural gas should contribute to 
reductions in inflation at the consumer level. On balance, these 
transitory factors should have little net effect on core CPI inflation 
over the next several quarters. 


Measures of inflation expectations 


Expectations of inflation, an important influence on the future 
path of inflation, are affected both by recent developments in infla- 
tion and by the public’s perception of the Bank’s inflation-control 
objectives. As economic agents gain confidence in the Bank’s abil- 
ity to meet its announced objectives, expectations may be increas- 
ingly anchored by the inflation-control target range. Short-term 
inflation expectations have been steady in recent months. In the 
regular survey reported in the Conference Board’s December Index 
of Business Confidence, 87 per cent of respondents expected infla- 
tion to be 2 per cent or less over the near term (Chart 15). 


Chart 15 


Percentage Distribution of Expected Price Increases 


Over the Next Six Months 
Quarterly 


2 per cent and less 


1 per cent and less 


1989 1990 1991 1992 1993 1994 1995 
Source: Conference Board of Canada 
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Expectations of 
inflation have 
been steady in 


recent months. 
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In the Conference Board’s March quarterly Survey of Forecast- 
ers, it was anticipated that CPI inflation would average about 
2.0 per cent in 1997 and would edge down to about 1.9 per cent 
in 1998. The 1997 forecast was marginally higher than six months 
earlier. Longer-term inflation forecasts as reported by Consensus 
Economics Inc. are also in the lower part of the inflation-control 
target range (Chart 16). 

Any significant changes in the inflation expectations of inves- 
tors would likely be captured in the spread between the yield on a 
conventional long-term federal government bond and that on a 
Real Return Bond. The tendency of this spread to decline since 
1994 suggests that expectations in the financial markets have been 
consolidating around a low inflation rate. However, it is difficult to 
estimate precisely the implied level of expected inflation because 
the differential between the yields on the two types of bonds is 
also affected by factors such as liquidity and investor preferences 
as well as by inflation uncertainty. 


| Chart 16 


CPI Inflation Forecasts 6 to 10 Years Ahead 
% and 30-Year Bond Yields 
Monthly 


Conventional bonds 


Real Return Bonds 


4 
Bond yield differential* 


Inflation forecast (semi-annual)** me 


1993 1994 1995 1996 1997 


* The differential is calculated using the appropriate compound interest formula. 
** Source: Consensus Economics Inc. 
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Monetary indicators 


Growth in M1 (the narrow definition of money) has increased 
at a double-digit rate in the last six months. This increased demand 
for transactions balances has been driven primarily by the low 
interest rates permitted by the low-inflation environment, but also 
to some extent by the introduction of highly competitive interest 
rates On current accounts over the past couple of years. 

Moreover, historical data show that an acceleration in the real 
value of M1 is typically followed by an increase in the rate of 
growth of real GDP (Chart 17). A temporary increase in M1 growth 
is therefore consistent with a return of the Canadian economy to 
full capacity. 


Chart 17 
Real GDP Growth and Growth of Real Gross M1 


Annual rates 


Real GDP 
(quarter/quarter) mI 
Cleft scale) (right scale) 


1988 1989 1990 1991 1992 1993 1994 1995 1996 1997. 


“ Two-quarter moving average of growth in gross M1 (deflated by the consumer price 
index), one quarter earlier 


| 
| 
| 
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However, if such rapid growth in M1 were to persist into 1998, 
it would not be consistent with preserving low inflation. Accord- 
ingly, M1 growth will require close monitoring. 
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While the acceleration 
in M1 points to faster 


economic growth ... 


it will require close 


monitoring. 


Broad money growth, 
even when adjusted 
for the boom in mutual 
funds, remains 
moderate. 
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Broad definitions of money, which have been useful short-term 
indicators of inflation, have become more difficult to interpret over 
the past five years or so because of the large expansion of mutual 
funds. Holders of deposits have switched on a large scale into 
equity and bond funds, which are outside the M2+ aggregate. 
Thus, measures of broad money that take account of this substitu- 
tion have grown more rapidly than M2+. Nevertheless, the rate of 
increase of broad aggregates generally remains moderate (Chart 
18). Forecasts based on adjusted M2+ show an annual inflation rate 
of about 1.5 per cent in the second quarter of 1997. 


Chart 18 
Core Inflation and Adjusted M2+ Growth 


Year-over-year percentage change 


Adjusted M2+* 
(left scale) 


Inflation 


A (right scale) 
ey 


ena 


1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 
* Adjusted M2+ adds CSBs and mutual funds at financial institutions to M2+. 


The slope of the yield curve is another variable that often con- 
tains information about the expected evolution of the economy. 
During recent quarters, the difference between the long-term gov- 
ernment bond yield and the 90-day commercial paper rate has 
been unusually wide, at about 4 percentage points. In the past, 
spreads of this magnitude have been followed by a rapid expan- 
sion of activity during the next year. 
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5. CONCLUSIONS 


Inflation, measured by either core CPI or the total CPI, has 
been somewhat higher than was expected at the time of the last 
Report. This increase, however, largely reflects the influence of 
temporary factors, and with excess supply continuing to be a 
source of downward pressure on inflation, the outlook for the next 
half-year is for core inflation to remain in the lower half of the 
inflation-control target range. 

Economic developments during the second half of 1996, as 
well as more recent indicators, point to a continuation of robust 
expansion through the balance of 1997 and into 1998. This 
momentum has significantly reduced the risk that inflation will drift 
below the 1 to 3 per cent target range. 

Thus, in the absence of unexpected developments in either 
inflation or demand pressures, the possible need for further easing 
in monetary conditions discussed in the last Report has largely dis- 
appeared. Over the medium term, as slack in the economy is 
absorbed, the Bank will need to promote a less stimulative path 
for monetary conditions in order to maintain Canada’s low trend of 


inflation, and thereby contribute to a durable expansion in activity 
consistent with the capacity of the economy to produce goods and 
services. 
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MoneETARY POLICY REPORT 


ince the last Report, the trend 
& rate of inflation has stayed 

within the lower half of the 
Bank’s 1 to 3 per cent target range 
for inflation control. 

With expectations of continued 
low inflation and rapidly improving 
fiscal positions of governments, short- 
and medium-term interest rates have 
remained below those of the United 
States. In this low-interest-rate envi- 
ronment, private sector activity has 
picked up significantly and_ has 
started to offset the dampening 
effects on spending and consumer 
confidence coming from public sector 
restraint. Economy-wide, however, 
the level of total demand remains 
well below capacity limits, leaving 
room for continued strong expansion. 

In this climate, the Bank main- 
tained the accommodative level of 
monetary conditions achieved last 
autumn. With the economy gather- 
ing momentum, the challenge for 
monetary policy will be to encourage 
monetary conditions that support a 
durable expansion and _ preserve 
Canada’s low trend rate of inflation. 


Factors affecting inflation 


Economic activity in Canada rose 
significantly in the last half of 1996, 
broadly in line with expectations. 


—May 1997 - 


mmary 


Consumer Price Index 
Year-over-year percentage change 


Total 
GRE 


Target range 


CPI excluding food, 
energy, and the effect of 
indirect taxes 


1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 
¢ Midpoint of the inflation-control target range 


“The underlying basis for the Bank of 
Canada’s policy over the long run has been 
the achievement and the maintenance of 
price stability in Canada. We have always 
viewed this objective not as an end in itself, 
but as a means to an end, that end being a 
better-functioning Canadian economy, one 
that is more productive and has a higher 
standard of living than an economy facing 


persistently rising prices.” 


— C. Freedman 


Deputy Governor 


Address to the Economic Policy Committee of the 
Canadian Chamber of Commerce 
10 October 1996 


BANK OF CANADA 


Gross Domestic Product in Constant Dollars 


E 


stimated output gap 


(difference between actual output 
and estimated potential output) 


Quarterly growth at 


1988 


annual rate 


1989 


1990 


1991 


1992 


Domestic demand picked up as 
both households and _ businesses 
responded to lower interest rates. 
Consumer confidence improved, and 
household spending—particularly on 
big-ticket items-—rose strongly. Busi- 
nesses increased investment, espe- 
cially for machinery and equipment 
to boost productivity and expand 
capacity. Higher sales also encour- 
aged firms in the manufacturing and 
wholesale sectors to begin rebuild- 


ing stocks. 


The strengthening domestic econ- 
particularly the 
machinery and equipment, led to a 
rebound imports. At the same 
time, exports fell off noticeably 
towards the end of the year in spite 
of continued strong growth in the 
U.S. economy. The General Motors 
strike in October led to a temporary 


omy, demand for 


in 


decrease in automotive production 
and exports. Exports also fell because 
of reduced activity in the U.S. hous- 
ing and automobile markets and a 
decline in U.S. demand for machinery 
and equipment. These developments 
caused Canada’s balance of interna- 
tional payments to swing back to a 
small deficit position in the fourth 
quarter. 


MONETARY POLICY REPORT SUMMARY 


With total demand advancing 
faster than the economy’s produc- 
tion capacity, the gap between actual 
and potential output narrowed in 
the second half of 1996. The Bank 
estimates that the gap was 2.5 per 
cent at year-end; however, such esti- 
mates are imprecise and should be 
viewed as having a wide confidence 
band. 

Overall, the margin of unused 
capacity in the economy, combined 
with rising productivity and highly 
competitive global markets, contin- 
ued to exert downward pressure on 
prices and costs. 


Achieving the inflation- 
control targets 


During the last six months, the 
Bank has sought to broadly maintain 
the monetary conditions achieved in 
the autumn of 1996. The Bank Rate 
was reduced by one-quarter of a per- 
centage point on four occasions in 
October and November to keep mon- 
etary conditions from tightening as 
the Canadian dollar strengthened. 
The Bank Rate has _ remained 
unchanged since then, with fluctua- 
tions in monetary conditions coming 
largely from movements the 
exchange rate. 


in 


A key influence on the exchange 
rate has been the strength of the U.S. 
dollar against most major currencies, 
bolstered by the robust U.S. economy 
and growing expectations that short- 
term interest rates the United 
States would rise. While the Canadian 
dollar has weakened against the USS. 
dollar, it has shown _ considerable 
strength against the other major cur- 
rencies. Overall, against the curren- 
cies of all the G-10 countries, the 


in 
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dollar has remained at or above the 
levels that prevailed through much of 
1996. 

By the time the U.S. federal funds 
rate was raised a quarter of a per- 
centage point in late March, markets 
had largely anticipated the move. 
Reaction to U.S. economic data sub- 
sequent to the Federal Reserve Board 
action has led financial markets to 
build in expectations of further tight- 
ening by the Federal Reserve. This 
has resulted in higher Canadian 
short- and medium-term interest rates 
and in a weaker Canadian dollar. On 
balance, the monetary conditions 
index has stayed within its recent 
range but with a change in the mix 
of interest rates and the exchange 
rate. 


Despite this recent volatility, 
Canadian financial markets continue 
to be supported by the solid funda- 


mentals of low inflation, declining 


public sector borrowing, and an 
improved external balance of pay- 
ments. These fundamentals have 


reduced risk premiums in our interest 
rates over the past two years; they 
continue to underpin the Canadian 


dollar; and they have allowed 
Canada-U.S. interest differentials out 
to 10-year maturities to remain 
negative. 


The outlook for inflation 


Both external and domestic circum- 
stances indicate continued robust 
growth for the Canadian economy. 


The pace of growth in the United 
States outstripped expectations in 
the last half of 1996, leaving the level 
of economic activity pressing capacity 
limits at year-end. Although indica- 
tions are that spending continued to 
be strong in the first quarter of 1997, 


growth in the United States should 
begin to ease in response to the cur- 
rency appreciation and higher inter- 
est rates. Nevertheless, the Federal 
Reserve may find it necessary to raise 
interest rates further in order to pre- 
vent a buildup of inflationary pres- 
sures and to sustain the economic 
expansion. 


In both Europe and Japan, past 
easings monetary conditions 
should continue to support moder- 
ate growth throughout 1997. 


Thus, — external 
expected to again play a major role 
in the expansion of Canada’s econ- 
omy during 1997, with the help of 
Our strong competitive position. 


in 


demand is 


Prospects are also good for fur- 
ther increases in domestic spending. 
Low rates have caused a 
pickup in the housing market and in 
business investment, asa 
marked increase in consumer spend- 
ing on motor vehicles and _ other 
durable goods. 

Although the Bank expects a 
continuation of vigorous economic 
expansion through 1997, the amount of 
slack remaining in the economy will 


interest 


as_ well 


continue to restrain price pressures. 
Thus, inflation is expected to remain 
in the lower half of the inflation-control 
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target range for the balance of the 
year. 

An acceleration in the expansion 
of the narrow measure of money, 
M1, in the last six months also points 
to a strong pickup in economic activ- 
ity over the next few quarters. How- 
ever, if such rapid growth in M1 were 
to persist into 1998, it would not be 
consistent with preserving low infla- 
tion over the medium term. Close 
monitoring of Ml growth is there- 
fore required. 

Expectations of inflation have held 
steady in recent months and increas- 
ingly seem to be anchored by the 
Bank’s inflation-control target range. 


Conclusions 


Economic developments during 
the last half of 1996, combined with 
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recent monthly indicators, point to 
broad-based strength in the econ- 
omy and a continuation of robust 
through 1997. This 
momentum has significantly reduced 


expansion 


the risk of inflation falling below the 
1 to per'cent*tarcet range. Thus, in 
the absence of unexpected develop- 
ments in inflation or economic activ- 
ity, the possible need for further 
monetary easing, discussed in the last 
Report, has largely disappeared. 


Over the medium term, as slack 
in the economy is absorbed, the 
Bank will need to promote less stim- 
ulative monetary conditions in order 
to maintain Canada’s low trend of 
inflation, and thereby contribute to a 
durable expansion of activity in line 
with the economy’s capacity to pro- 
duce goods and services. 
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epuis la parution du rapport 

précédent, le taux de Il’infla- 

tion tendancielle s’est main- 
tenu dans la moitié inférieure de la 
fourchette de 1 a 3 % visée par la 
Banque. 

Les attentes d’une faible inflation 
et l’assainissement rapide des finances 
publiques ont permis a nos taux 
dintérét 4 court et 4 moyen terme de 
rester inférieurs a leurs pendants amé- 
ricains. Grace aux bas taux d’intérét, 
le niveau de l’activité dans le secteur 
privé s’est redressé fortement et a 
commencé a faire contrepoids a l’effet 
de freinage que les restrictions impo- 
sées dans le secteur public ont eu sur 
les dépenses et la confiance des con- 
sommateurs. A l’échelle de l’@conomie 
toutefois, la demande globale est 
demeurée bien en deca des limites 
des capacités de production, ce qui 
permet la poursuite d’une expansion 
vigoureuse. 

Dans ces circonstances, la Banque 
du Canada a veillé a maintenir le 
degré d’assouplissement des _ condi- 
tions monétaires obtenu  |l’automne 
dernier. Avec l’essor de l’activité €co- 
nomique, la politique monétaire aura 
pour défi de favoriser des conditions 
monétaires susceptibles de soutenir 
une expansion durable et de garder 
linflation tendancielle 4 un bas niveau 
au Canada. 
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e Point médian de la fourchette cible de maitrise de l’inflation 


«L’objectif fondamental que la Banque 
du Canada poursuit a long terme est la 


réalisation et le maintien de la stabilité des 
prix au Canada. Pour nous, loin de consti- 
tuer une fin en soi, cet objectif est un 
moyen de parvenir a une fin, celle-ci étant 
une économie plus productive et fonction- 
nant mieux, une économie favorisant un 
niveau de vie plus élevé qu’il ne le serait si 
les prix étaient en hausse constante.» 


— C. Freedman 
Sous-gouverneur 


Allocution prononceée le 10 octobre 1996 devant 
le comité de la Chambre de commerce du 
Canada chargé d étudier les politiques 
€conomiques 
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Produit intérieur brut en dollars constants 


Estimation de |’écart de production 
(différence entre la production 
observée et la production 
potentielle estimée) 


Croissance 
trimestrielle, 
exprimée 
en taux annuels 


1988 1989 1990 199% 1992 1993 1994 1995 1996 


Les facteurs a Voeuvre 


Comme l’on s’y attendait générale- 
ment, l’activiteé Economique s’est vive- 
ment accélérée au deuxieme semestre 
de 1996. 

La demande intérieure @manant 
des ménages et des entreprises s’est 
renforcée a la faveur du recul des taux 
dintérét. Les consommateurs repre- 
nant confiance, les dépenses_ des 
ménages, notamment au titre des arti- 
cles cotteux, ont enregistré une forte 
hausse. Les entreprises ont accru leurs 
investissements, particulierement en 
machines et en matériel, dans le but 
d’améliorer la productivité et de déve- 
lopper leurs capacités de production. 
Par ailleurs, le redressement des ventes 
a incité les entreprises du secteur de 
la fabrication et du commerce de gros 
a commencer a_reconstituer leurs 
stocks. 

Le raffermissement de la demande 
intérieure, surtout celle de machines et 
de matériel, a favorisé une montée 
des importations. A linverse, les 
exportations se sont contractées de 
facon prononcée vers la fin de l’année 
malgré la poursuite de la forte expan- 
sion chez nos voisins du Sud. La 
greve survenue chez General Motors 
en octobre a entrainé une baisse tem- 
poraire de la production et des expor- 
tations de véhicules automobiles. Le 
recul des exportations s’explique aussi 


par laffaiblissement de l’activité sur 
les marchés amé€ricains du logement et 
de l’automobile et par le tassement de 
la demande de machines et de maté- 
riel dans ce pays. En raison de ces 
facteurs, la balance canadienne des 
paiements internationaux est redeve- 
nue légérement deéficitaire au qua- 
trieme trimestre. 

La demande globale ayant pro- 
gressé plus rapidement que la produc- 
tion “«potentielle, =Féeart> entre pla 
production observée et la production 
potentielle s’est rétréci au second 
semestre de 1996. Selon les estima- 
tions: de fa Bandue;cetecart. etait 
de 2,5 % a la fin de l’année. Il con- 
vient cependant de retenir que ces 
estimations sont imprécises et qu’elles 
saccompagnent d’un large intervalle 
de confiance. 

La présence d’une marge de capa- 
cité inutilisé¢e dans l’@conomie, conju- 
guée a une hausse de la producti- 
vité et a une vive compétitivité des 
marchés internationaux, a continué 
d’exercer des pressions a la baisse sur 
les prix et les cotts. 


La réalisation des cibles de 
maitrise de Vinflation 


Au cours des six derniers mois, la 
Banque a cherché en gros a maintenir 
le niveau des conditions monétaires 
atteint l’automne dernier. Afin d’empé- 
cher celles-ci de se durcir par suite de 
lappréciation du dollar canadien, la 
Banque a abaissé le taux officiel 
d’escompte d’un quart de point de 
pourcentage a quatre reprises en 
octobre et novembre. Ce taux n’a pas 
varié depuis, et les fluctuations de 
Yindice des conditions monétaires ont 
été largement imputables aux varia- 
tions du taux de change. 

Vévolution du dollar canadien a 
été grandement influencée par la force 
de la devise amé€ricaine par rapport a 
la plupart des autres grandes mon- 
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naies, elle-méme_ attribuable a_ la 
robustesse de l'économie des Etats- 
Unis et aux attentes croissantes d’un 
redressement imminent des _ taux 
d’intérét a court terme américains. Le 
dollar canadien s’est affaibli par rap- 
port a son pendant américain, mais il 
a affiché une vigueur considérable vis- 
a-vis des autres grandes monnaies. Par 
rapport aux monnaies de |l’ensemble 
du Groupe des Dix, le cours du dollar 
canadien est resté au-dessus_ des 
niveaux auxquels il s’est situé durant 
la majeure partie de 1996. 

Lorsqu’a la fin mars la Réserve 
fédérale des Etats-Unis a relevé le taux 
des fonds fédéraux d’un quart de 
point de pourcentage, les marchés 
financiers avaient déja en grande par- 
tie anticipé cette hausse. Ces derniers 
ont réagi aux chiffres sur l’@conomie 
américaine publiés apres le reléve- 
ment en anticipant un nouveau resser- 
rement de la part de la Réserve 
fédérale. Au Canada, par conséquent, 
les taux a court et A moyen terme ont 
augmenté, et le dollar s’est affaibli. 
Dans l’ensemble, l’indice des condi- 
tions monétaires est demeuré a l’inté- 
rieur des limites dans lesquelles il a 
évolué ces derniers temps, mais l’inci- 
dence relative des taux d’intérét et du 
taux de change s’est modifiée. 

Malgré la_ volatilité observée 
récemment, les marchés financiers 
canadiens continuent de bénéficier 
de facteurs fondamentaux  positifs 
comme le faible taux dinflation, la 
baisse des emprunts du secteur public 
et l’amélioration de la balance des 
paiements. Ces facteurs ont donné 
lieu, au cours des--deux derniéres 
années, a une réduction des primes de 
risque incorporées a nos taux dinte- 
rét; comme ils continuent de soutenir 
le dollar canadien, l’écart entre les 
taux canadiens et américains pour 
toutes les échéances allant jusqu’a 
10 ans a pu rester négatif. 


Les perspectives en matiére 
dinflation 


Si l'on en juge par les facteurs 
externes et internes a l’ceuvre, |’éco- 
nomie canadienne devrait continuer 
d’afficher une solide expansion. 

Le rythme de la croissance aux 
Etats-Unis au second semestre de 1996 
a été beaucoup plus rapide qu’on ne 
le prévoyait, ce qui a accentué les 
pressions s’exercant sur l’appareil de 
production en fin d’année. Il semble- 
rait que la dépense soit demeurée 
ferme au premier trimestre de 1997, 
mais l’expansion amé€ricaine devrait 
commencer a marquer le pas sous le 
coup de l’appréciation du dollar et de 
la “montee. “des” faux” dinteret.”" "La 
Réserve fédérale pourrait néanmoins 
juger nécessaire d’augmenter a nou- 
veau les taux d’intérét afin de prévenir 
une intensification des pressions infla- 
tionnistes et de soutenir ainsi l’expan- 
sion €conomique. 

Grace aux 


mesures passees 


d’assouplissement des conditions 
monétaires, l’expansion des é€cono- 
mies européenne et japonaise devrait 
se poursuivre, a un rythme modéré, 
pendant 1997. 

La demande extérieure 
donc redevenir un moteur de la crois- 
sance de l’€conomie canadienne 
en #1997, aidee Gen “cela” par notre 
solide position concurrentielle. 
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Il y a également lieu de croire que 
la dépense intérieure continuera de se 
raffermir. A la faveur de la baisse des 
taux d’intérét, le marché du logement 
et les investissements des entreprises 
ont repris, et les dépenses des ménages 
au titre des véhicules automobiles et 
des autres biens durables se sont net- 
tement redressées. 

Méme si l’expansion vigoureuse 
de lVéconomie canadienne devrait, 
selon la Banque, se poursuivre pen- 
dant le restant de l'année, la marge de 
capacité inutilisée continuera de con- 
tenir les pressions a la hausse sur les 
prix. Par conséquent, linflation devrait 
demeurer dans la moitié inférieure 
de Ja fourchette. cible dict la fin. de 
l'année. 

L’accélération de la croissance de 
M1 (lagrégat monétaire au sens étroit) 
ally cours, des. si. dermiers.. mois 
annonce également une nette reprise 
de l’activité pendant les quelques tri- 
mestres a venir. Cependant, si la crois- 
sance de M1 devait conserver sa 
cadence actuelle au-dela de 1997, elle 
ne serait pas compatible avec le main- 
tien d’un bas taux d’inflation 4 moyen 
terme. Elle devra donc étre surveillée 
de prés. 

Les attentes d’inflation n’ont guére 
cours des derniers mois et 
semblent de plus en plus se situer a 
lintérieur de la fourchette visée par la 
Banque. 


varie au 


Conclusions 


tains indicateurs mensuels récents 
laissent présager une vigueur généra- 
lisée de l’'€conomie ainsi que la pour- 
suite d’une expansion robuste durant 
le reste de 1997. Un tel dynamisme a 
considérablement réduit les risques 
que Vinflation tombe en deca de la 
fourchette cible de 1 a 3 %. Par consé- 
quent, a moins que l’inflation ou l’acti- 
vité €conomique n’évoluent de facon 
inattendue, la possibilité d’un nouvel 
assouplissement des conditions mone- 
taires, que nous avions €voquée dans 
notre dernier rapport, s’est grande- 
ment estompée. 

En ce qui concerne le moyen 
terme, la Banque devra favoriser, a 
mesure que les capacités de produc- 
tion inutilisées seront absorbées, des 
conditions monétaires moins expan- 
sionnistes afin de maintenir le taux de 
inflation tendancielle 4 un bas niveau 
et, de ce fait, contribuer 4 une expan- 
sion durable de l’activité compatible 
avec la capacité de l’€conomie de 
produire des biens et des services. 
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LVévolution observée au second 
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“With the economic momentum expected to 
continue at a solid pace in the period ahead, 
monetary policy now faces new challenges ... 
the immediate challenge for monetary policy [is] 
to promote monetary conditions that will pre- 
serve Canada’s good inflation performance 
through the current economic upswing, thereby 
helping to make this economic expansion a 
long-lasting one.” 


Fee 


“With inflation under control and increasingly 
favourable fiscal positions, we now have an 
opportunity to see what our economy is capable 
of delivering, in terms of sustained growth in 
output and employment and improving stand- 
ards of living.” 

— Gordon Thiessen 


Speech to the Board of Trade, Vancouver, B.C. 
7 October 1997 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself but, rather, is the means whereby 
monetary policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better economic potential over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank make more accurate judgments about the potential of the economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags, with the major effect on inflation from changes in mon- 
etary conditions usually felt over six to eight quarters. 


The targets 


In February 1991, the Bank of Canada and the federal government jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. 


By the end of 1998, a decision will be taken on a future inflation-control 
target range that would be consistent with price stability. 


Monitoring inflation 


In the short run, the Bank focusses on the CPI excluding food, energy, and 
the effect of indirect taxes, because there is a good deal of movement in 
the CPI caused by transitory fluctuations in the prices of food and energy, 
as well as by changes in indirect taxes. This measure is referred to as the 
core CPL 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 
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1. INTRODUCTION 


In the last half-year, the economic expansion in Canada has 
become well established, supported by low inflation, highly stim- 
ulative monetary conditions, and a strong U.S. economy. These 
positive factors have more than offset the dampening effects that 
fiscal restraint and private and public sector restructuring have 
had on spending and consumer confidence. 

Private sector activity has been moving ahead briskly, with 
household spending and business investment in machinery and 
equipment leading the way. In addition, strong growth in world 
trade has supported a rising trend in Canadian exports. Conse- 
quently, economic slack has been taken up more rapidly than in 
the second half of last year. 

These developments have been broadly in line with expecta- 
tions set out in the last Report, where it was concluded that the 
highly stimulative monetary conditions of the past two years 
would no longer be necessary as the economy gained momentum 
and moved towards full resource utilization. Consistent with this 
assessment, in early summer the Bank acted to counter an easing 
in monetary conditions stemming from persistent weakness in the 
exchange rate. In early autumn further action was taken, this time 
to moderate the extent of monetary stimulus in the economy. 

With the economy now gathering strong momentum and the 
influences of restructuring and past fiscal policy measures becom- 
ing increasingly less pronounced, the challenge for monetary pol- 
icy is to promote a level of monetary conditions that preserves 
low inflation and thereby contributes to making this economic 
expansion a long-lasting one. 


This report includes information received to 29 October 1997. 


The economic expansion 
in Canada has become 
well established ... 


... and economic slack 
has been taken up more 


rapidly. 


With the economy gather- 
ing strong momentum, the 
challenge for monetary 
policy is to preserve low 
inflation and thereby help 
make the expansion a 
long-lasting one. 


Since the last Report, 
core inflation has 


remained in the lower 


half of the target range. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Over the past six months, core CPI inflation has shown little 
change, remaining in the lower half of the Bank’s inflation-control 
target range. The downward pressure on inflation coming from 
slack in product markets has been partly offset by efforts in a few 
sectors to boost profit margins. 


Inflation and the target range 


As anticipated in last May’s Report, the 12-month rate of 
increase in the core CPI has remained in the lower half of the 
inflation-control target range. As of September 1997, core inflation 
was 1.5 per cent compared with 1.7 per cent last March 
(Chart 1). Other statistical measures of trend inflation convey the 
same message (Technical Box 1). 

Even so, core inflation has been slightly higher than was 
expected six months ago. The downward pressure on inflation 
from excess capacity has been partly offset by efforts to restore 
profit margins in retailing and certain other consumer-oriented 
sectors. In addition, as inflation expectations in recent years have 
become more heavily influenced by the inflation target and less 
sensitive to past inflation, the overall downward pressure from 
slack in the economy may, in effect, have been somewhat lessened 
(Technical Box 2). 
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Technical Box 1 
Measuring the Trend of Inflation 


Most central banks with inflation targets use a measure of core inflation simi- | 
lar to that used by the Bank of Canada (the CPI excluding food, energy, and the | 
effect of indirect taxes) as a guide in conducting monetary policy. Some, such as 
the Reserve Bank of New Zealand and the Bank of England, also regularly pub- 
lish other statistical measures of the trend inflation rate. These measures are 
based on the assumption that extreme fluctuations in relative prices generally 
translate into temporary shocks to the inflation rate without altering its underly- 
ing trend. The trend of inflation can be estimated using statistical measures but 
cannot be measured precisely. It is therefore prudent to compare several different 
measures. When those measures convey the same message, monetary authorities | 
can reasonably assume that their decisions are based on reliable guides. If, how- | 
ever, the estimates diverge significantly, the reasons for this divergence must be 
closely examined to help monetary policy keep the trend rate of inflation within | 
the target range. 

On the basis of recent research,* the Bank has started to monitor two other | 
statistical measures of trend inflation that seem to contain the most information 
about future movements in the total CPI. The first of these measures (CPIX) | 
excludes the eight most volatile components from the CPI (fruit, vegetables, | 
gasoline, fuel oil, natural gas, mortgage interest, inter-city transportation, and | 
tobacco products) as well as the effect of indirect taxes on the remaining compo- 
nents. The total weighting of these eight components in the CPI (16 per cent) is | 
less than the weighting of total food and energy (26 per cent). The second meas- | 
ure (CPIW) retains all the CPI components, but multiplies each CPI basket 
weight by an additional weight that is inversely proportional to the component's | 
variability, so that the most volatile components have less influence in the overall | 
index. | 

| 


The Core CPI and Statistical Measures of the Trend Inflation Rate 
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Since the beginning of 1997, both these measures have followed a path simi- 
lar to that of the core CPI. Although their levels differ slightly, these measures 
essentially tell the same story, since they are well within the inflation-control tar- 
get range and are currently below the midpoint of 2 per cent. 


* See Lafléche (1997a, b) and Crawford, Fillion, and Lafleche (forthcoming). 
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Technical Box 2 
The Inflation Process: Changing Expectations 


Core CPI inflation has been relatively stable since 1992 despite considerable 
excess supply in the economy. In the past, prolonged periods of significant excess 
demand or excess supply generally resulted in inflation moving higher or lower. 
A change in the process that determines inflation expectations may explain the 
puzzle in recent behaviour. 

Inflation expectations can be represented as a weighted average of past infla- 
tion and forward-looking expectations for inflation. In an environment of rela- 
tively stable low inflation, especially if the credibility of monetary policy is 
reasonably high, the weight of forward-looking expectations rises and that of 
past inflation diminishes. With the success of inflation-control targets, forward- 
looking expectations seem to be increasingly anchored to the midpoint of the tar- 
get range. As long as such expectations prevail, there will be less divergence of 
actual inflation from target inflation in the presence of excess supply or demand. 

Data compiled by Consensus Economics (1991-1997) support this view. The 
data show that expected inflation two years out has hovered around 2 per cent 
for some time. Indeed, a temporary rise in core inflation in 1995, caused by 
higher commodity prices and the effect on prices of a past depreciation of the 
Canadian dollar, had little impact on medium-term inflation expectations 
(Technical Box 4, May 1996 Report). 


Short-Term Inflation Expectations Actual and Predicted Core Inflation 
%o Plotted against the dates forecasts are made % Quarterly at annual rate 
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Fillion and Léonard (1997), using models where the key determinants of 
inflation are the output gap and expected inflation, provide empirical evidence 
that expectations were essentially backward-looking in the 1970s; were consistent 
with a long-term inflation rate of 4 per cent in the 1980s; and have been close to 
2 per cent since 1993. Their model, in which estimated expectations over the past 
few years have been consistent with the inflation-control targets, does a good job 
of predicting the relatively stable core inflation of the recent period. This stability 
occurs despite considerable excess supply in the economy. In contrast, a similar 
model, but with expectations driven exclusively by past inflation, predicts signif- 
icantly lower inflation rates than those observed, even in projections where 
expectations are revised each period in light of the most recently observed infla- 
tion rates. 


The 12-month rate of increase in the total CPI was 1.6 per cent 
in September 1997, compared with 2.0 per cent in March. Energy 
prices, after some easing in the spring related to earlier reductions 
in producer prices, strengthened towards the end of the summer 
because of temporary gasoline shortages in North America. 

Other broad measures of inflation have fallen significantly 
since the last Report, largely because of the impact of a decline in 
the terms of trade—the price of exports relative to the price of 
imports. In particular, the export prices of crude oil, natural gas, 
and wheat all fell considerably during the first half of 1997. The 
rate of increase in the fixed-weight gross domestic product (GDP) 
deflator was 0.8 per cent in the second quarter of 1997 on a year- 
over-year basis, as was the rate of increase in the chain price 
index for GDP excluding inventories—a measure of price changes 
using weights that adjust to keep up with shifts in the composi- 
tion of spending (Chart 2). 


Chart 2 
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Factors at work on inflation 


Aggregate demand and supply 


The pace of economic expansion picked up in the first half of 
1997, largely as anticipated. Over this period, real GDP rose at an 
annual rate of 4.3 per cent, after a gain of 3.1 per cent over the 
second half of 1996. The expansion has been supported by strong 
growth in the U.S. economy and the accommodative monetary 
conditions that were necessary to offset the restraint on aggregate 
demand that had come from measures to reduce fiscal deficits 


Total CPI inflation is 
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(Technical Box 2, November 1996 Report) and from private sector 
restructuring. With momentum in the economy building, labour 
market activity also picked up, and employment rose substan- 
tially. 

The strong recovery in household expenditures, which began 
last year, continued in the first half of 1997, even though there 
was little change in real personal disposable income because of 
higher tax payments. These higher taxes stemmed largely from 
special factors such as a high level of realized capital gains, the 
introduction of an accelerated program for collecting employment 
insurance premiums, and higher contribution rates for the Canada 
Pension Plan and Quebec Pension Plan. Consumer spending on 
big-ticket items such as housing, motor vehicles, and other con- 
sumer durables was particularly robust, fuelled by low interest 
rates and pent-up demand. The rise in spending left the personal 
savings rate at a postwar low, but the net worth of the household 
sector continued to increase significantly in the first half of the 
year owing to capital gains (Technical Box 1, May 1997 Report). 


Chart 3 


Employment 
Quarterly growth at annual rate 


\\ Private sector 


The pickup in employment growth in the last two quarters 
(Chart 3) contributed to the improving environment for the per- 
sonal sector and, hence, to a further pronounced recovery in con- 
sumer confidence (Chart 4). Gains in private sector employment 
have been broadly based, both by province and by industry. An 
increase in the labour force participation rate (the percentage of 
those of working age who are in the labour force) since last March 
also points to improved labour market conditions. 
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Chart 4 


Consumer Confidence 


Year-over-year 
1991 = 100 percentage change 
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* Source: Conference Board of Canada 
**Expenditures in constant dollars on consumer durables plus housing 


Spending by businesses on capital goods remained strong in 
the first six months of 1997. These expenditures were again 
focussed on improving efficiency and expanding capacity. Fur- 
thermore, after having been concentrated in machinery and 
equipment earlier, the increase in expenditures has broadened to 
include spending on structures. In particular, the oil and gas sec- 
tor boosted investment outlays considerably, mainly in response 
to the earlier surge in energy prices. 

Inventory levels remained in good balance. Encouraged by 
higher sales levels, companies in both the manufacturing and 
wholesale trade sectors continued to increase their stocks in the 
first half of the year. 

The growth of exports resumed in the first half of 1997 in 
response to a strong U.S. economy and the resolution of labour 
disputes in the automobile industry in October 1996. U.S. demand 
was led by business investment in machinery and equipment and 
by consumer demand. Canadian exports of automobiles in the 
second quarter of 1997 were adversely affected by temporary 
parts shortages, however. 

The robust recovery in both domestic demand and exports 
contributed to a further substantial increase in import volumes in 
the first half of 1997. The increased demand was again concen- 
trated in components such as machinery and equipment and con- 
sumer purchases of motor vehicles, most of which tend to be 
imported. Imports of industrial parts and materials continued to 
increase strongly. This largely reflects the growth in export vol- 
umes linked to the expansion of two-way trade following various 
trade liberalization agreements over the past 10 years. 
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.. and as a result the The current account of Canada’s balance of payments has 
current account returned returned to a modest deficit position over the past year, largely 
to a modest deficit in response to strong growth in domestic demand for import- 
position. intensive items and a deterioration in the terms of trade. Never- 


theless, on balance, the current account position has improved 
considerably since 1994, mainly because of the increased competi- 
tiveness of Canadian firms and the relatively stronger growth of 
external demand (Chart 5).! 


Chart 5 


Current Account 
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The estimated gap Overall, demand continued to grow faster in the first half of 
between actual and 1997 than the Bank’s estimate of the economy’s capacity to 
potential output produce. As a result, the Bank calculates that the output gap 
narrowed further. narrowed to about 13/4 per cent at midyear, down from about 


21/2 per cent at the end of 1996 (Chart 6). Such estimates, it 
should be noted, are imprecise and should be viewed as points 
within a wide confidence band. Moreover, they are subject to 
frequent review as the flow of economic information is received. 


1. Details on the evolution in the volume of net exports since 1994 can be 
found in Technical Box 1 in the November 1996 Report. 
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Chart 6 


Real Gross Domestic Product in Constant Dollars 


Estimated output gap 
(difference between actual output 
and estimated potential output) 


Quarterly growth 
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Cost control 


In the first half of 1997, firms continued to make concerted 
efforts to keep unit cost increases low and to improve productiv- 
ity. 

Wages, the largest component of total costs, again rose at a 
moderate pace, with gains largely consistent with productivity 
increases. Annual wage settlements in the unionized private sec- 
tor averaged 2.4 per cent, compared with 2.1 per cent in the sec- 
ond half of 1996 (Chart 7). The average pay increase for most non- 
unionized employees was 2.6 per cent in 1997, according to the 
Conference Board of Canada’s compensation outlook survey. 
Overall, based on these and other measures, underlying wage 
increases (i.e., excluding such factors as changes in the composi- 
tion of employment) in the private sector appear to have been ina 
range between 2 and 2.5 per cent on a year-over-year basis. Aver- 
age wage settlements in the public sector remained low (0.9 per 
cent). Thus, the average underlying wage increase in the total 
economy is estimated to have been somewhat below 2 per cent. 
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Chart 7 
Wage Settlements 
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Productivity (output per person-hour) rose substantially in the 
first half of 1997, partly because of the cyclical pickup in output. 
As a result, the year-over-year rise in unit labour costs remained 
very low (Chart 8). Much of the increase in labour income per 
person-hour (excluding the self-employed) likely reflected the 
ongoing shift in the composition of employment towards higher- 
paid occupations and the timing of irregular bonus payments. 


Chart 8 
Unit Labour Costs and Labour Productivity 
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Temporary influences 


Over the past six months, core inflation has been somewhat 
higher than anticipated, partly because of factors that are not 
expected to have a lasting effect on inflation. For instance, profit 
margins in some consumer-related sectors (such as retailing and 
air transportation) have improved because the recovery in house- 
hold spending has permitted less-generous price discounting. The 
resulting rise in prices for such items as air fares and some semi- 
durable goods (e.g., clothing) has been large enough to have a 
noticeable impact on the core CPI. Now that profit margins in 
these sectors are closer to normal levels (Chart 9), there is less 
likelihood of further significant price-level increases and, hence, 
of an ongoing effect on inflation. 


Chart 9 


Profit Margin for Consumer Goods and Services Sector 
(Excluding motor vehicles) 


1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 


Note: Operating profits as a percentage of operating revenues. This sector includes manufacturers of 
consumer goods mainly for the domestic market (e.g., clothing and household furniture), most 
wholesaling for the consumer market (aside from motor vehicles), most retailing (aside from 
motor vehicles), and personal and household services. 


Some temporary influences on the core CPI have been work- 
ing in the opposite direction. For example, automobile manufac- 
turers offered higher rebates over the summer on selected models 
to clear out 1997 stocks. The modest appreciation of the Canadian 
dollar from levels in early 1995 has also exerted slight downward 
pressure on consumer prices so far this year. 

This spring, earlier declines in energy prices at the producer 
level started to feed through and reverse previous price increases 
at the consumer level. In particular, the prices of fuel oil and 
gasoline began to decline, as anticipated in the last issue of the 
Report. Towards the end of the summer, however, gasoline prices 
strengthened because of temporary shortages in North America. 
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lars) have, on average, remained reasonably firm (Chart 10). 


Chart 10 
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Producer prices give no At the producer level, the aggregate industrial product price 

indication of inflation index has increased modestly on a year-over-year basis in recent 

pressures. months (Chart 11). Nonetheless, the 12-month rise in prices of fin- 
ished industrial goods has edged down. 


Chart 11 
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3, ACHIEVING THE INEFLATION-COONTROL 
TARGETS 


In the last Report, the Bank concluded that some reduction in 
the highly stimulative monetary conditions would be needed as 
the economy gained momentum and moved towards full resource 
utilization. By early summer, however, monetary conditions had 
eased even further as a result of persistent weakness in the 
exchange rate. In response to this development, on 26 June the 
Bank raised the Bank Rate by 25 basis points to 31/2 per cent and 
its band for overnight interest rates to between 3 and 3 !/2 per cent 
(Chart 12). This action led to a rise in commercial paper rates and 
a firming of the dollar, thus reversing the earlier easing in mone- 
tary conditions. 

On 1 October, the Bank raised the Bank Rate by another 
25 basis points to 33/4 per cent and its band for overnight interest 
rates to between 3!/, and 33/4 per cent. This action was taken to 
moderate the degree of monetary stimulus in the economy given 
the rapid growth in the measure of money used for transactions 
(M1) and evidence that the economic expansion was becoming 
more self-sustaining. While money market rates had already 
largely incorporated this move, the Canadian dollar firmed some- 
what further (Chart 13). 


Chart 12 
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Chart 13 
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As a result of the interest rate and exchange rate movements 
following the 26 June increase in the Bank Rate, the monetary 
conditions index moved back up to around -5.5. This was close to 
the average for the first half of 1997, during which time the index 
fluctuated between approximately -6.0 and -5.0. After the move 
on 1 October, the index rose somewhat further to between -5.5 
and -5.0 (Chart 14). At this level, monetary conditions continue to 
provide strong support for the economy. In late October, however, 
there was some reversal of the index as a result of currency weak- 
ness occurring at the time of the sharp swings in global equity 
markets. 


Chart 14 
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Canadian interest rate premiums continued to decline during 
the past six months because of the dramatic progress that has 
been made in eliminating government deficits and growing expec- 
tations that inflation will remain low. Medium- and long-term 
interest rates have fallen further below those in the United States. 
Moreover, in both countries, interest rate levels at these terms to 
maturity have declined, with long-term rates in Canada touching 
record lows. With these declines in market interest rates, compa- 
rable mortgage rates in Canada have fallen. 


Chart 15 
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The yield curve in Canada nonetheless remains upward slop- 
ing (Chart 15). Embodied in the curve are expectations of a rise in 
short-term money market rates. But gauging the magnitude of 
these expectations is complicated by the existence of term-to- 
maturity premiums in interest rates that reflect the uncertainty 
investors feel about instruments with maturities beyond the short- 
est terms. In addition, the sharp reduction in the supply of treas- 
ury bills, owing to lower Government of Canada borrowing 
requirements and a shift to longer-term financing, has affected the 
relationship between yields on treasury bills and those on other 
money market instruments such as commercial paper (Chart 16). 
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Chart 16 
90-Day Commercial Paper Rate and 3-Month Treasury Bill Rate 
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An important factor in the foreign exchange market during 
the past six months has been the strength of the U.S. dollar. This 
buoyancy has reflected the strong cyclical position of the U.S. 
economy compared with those of its major trading partners. The 
Canadian dollar has benefited from this strength relative to over- 
seas currencies. However, on a trade-weighted basis against all 
G-10 currencies, the Canadian dollar has declined slightly, with 
firmness against overseas currencies offset by some weakness vis- 
a-vis the U.S. dollar. As for the future, market expectations for the 
Canadian dollar appear to be increasingly based on the view that 
some combination of a rise in short-term interest rates and in the 
value of the dollar will occur as the economic cycle matures. It is 
this expectation of currency appreciation that has enabled short- 
term interest rates in Canada to remain some 180 basis points 
below comparable U.S. rates. 
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4. THE OUTLOOK FOR INFLATION 


When evaluating the prospects for inflation, the Bank focusses 
on the main factors influencing the balance, over the next 12 to 18 
months, between the level of aggregate demand and the econ- 
omy’s capacity to supply goods and services. An important ele- 
ment for the outlook will be assessing the net effect on aggregate 
demand of the degree of monetary stimulus on the one hand and 
of the diminishing impact of restructuring and fiscal policy meas- 
ures on the other. The Bank also examines measures of inflation 
expectations and the pace of monetary expansion. 


Aggregate demand and supply 


Notwithstanding recent developments in southeast Asia and 
associated volatility in global equity markets, external factors 
remain positive for the Canadian economy. 

In the United States, the pace of economic expansion exceeded 
the estimated growth of potential output during the first half of 
1997. This continued through the third quarter. The rate of 
increase in real GDP should ease over the next few quarters, as a 
reduction in pent-up household demand and the possible conse- 
quences of the recent stock market decline slow the growth of 
domestic demand. U.S. inflation, excluding food and energy 
prices, moderated slightly to 2.2 per cent in September. The good 
inflation performance to date suggests that the amount of excess 
demand in the U.S. economy at midyear was probably less than 
the Bank had previously estimated. Nevertheless, the recent pace 
of expansion still raises the possibility of an increase in inflation 
pressures. Although monetary conditions tightened in the first 
half of the year as a result of the appreciation of the U.S. dollar 
and the March increase in the federal funds target rate, the Fed- 
eral Reserve may at some point have to raise interest rates some- 
what further in order to head off inflation and thus prolong the 
economic expansion. 

Economic expansion in the major European countries was 
slightly stronger than expected during the first half of 1997. In the 
second quarter, growth in the major continental economies was 
supported by strong growth in exports, while in the United King- 
dom, activity continued to advance at a faster rate than potential 
output. Moderate to strong growth is expected in these economies 
during the second half of the year. 

In Japan, the economy contracted sharply in the second quar- 
ter, more than reversing the spending surge that took place ahead 
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of the April sales tax increase. While easy monetary conditions 
should provide some support for modest growth of the Japanese 
economy for the remainder of the year, the recent volatility in 
southeast Asian financial markets has added a distinct downside 
risk to the outlook. 

Commodity prices are expected to firm somewhat. In particu- 
lar, prices of most industrial commodities should rise as the 
expansion in the major economies reduces the world’s excess 
capacity. 

Both external demand and the strong competitive position of 
Canadian industry should continue to contribute to growth in 
Canada’s exports over the next year. The high level of investment 
spending in many export-oriented industries should allow export- 
ers to satisfy rising demand as new capacity comes on stream. 

Domestic demand will continue to be supported by the ongo- 
ing effects of low interest rates. Moreover, the restraint on domes- 
tic demand from fiscal deficit-reduction measures and the impact 
on consumer confidence coming from restructuring are diminish- 
ing. 

Thus, several factors point to improved prospects for sus- 
tained, strong growth in household demand. The heightened pace 
of economic expansion has contributed to gains in private sector 
employment. As both external and domestic fundamentals pro- 
mote substantial gains in aggregate demand, employment should 
continue to grow and should lead to increases in personal dispos- 
able income. Added to the effects of low interest rates and 
improved confidence levels, these gains in employment and 
income as well as pent-up demand for housing and consumer 
durables, should further boost household demand over the next 
year. The recent stock market decline is not expected to have any 
significant effect on activity. 

Business investment expenditures are also expected to con- 
tinue growing strongly during the second half of the year. This 
view is supported by the most recent survey of business confi- 
dence by the Conference Board as well as Statistics Canada’s mid- 
year survey of investment intentions. 

Overall, both external and domestic factors point to vigorous 
economic activity into 1998. The Bank anticipates average growth 
of about 4 per cent through to the fourth quarter of 1998. This 
should translate into annual average growth of a little less than 
4 per cent for 1997 and of around 4 per cent for 1998. On a compa- 
rable basis, a recent Department of Finance survey shows that pri- 
vate sector forecasters are currently looking for growth of 3.7 per 
cent in both 1997 and 1998. With this profile, the Bank’s current 
estimate is that the economy may very well be producing at full 
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capacity towards the end of 1998, although there remains consid- 
erable uncertainty regarding such estimates. Until then, slack in 
goods and labour markets will continue to put downward pres- 
sure on inflation. 


Temporary factors affecting inflation 


Strengthening household demand may further reduce the 
degree of price discounting in the Canadian retail marketplace as 
some retailers attempt to improve profitability. Earlier marked 
declines in the prices of many industrial materials are, however, 
still working their way through the system and should continue 
to put slight downward pressure on the CPI in coming months. 
On balance, these factors should have little net effect on the core 
CPI through 1998. 


Measures of inflation expectations 


Expectations of inflation, as noted earlier in Technical Box 2, 
are influenced both by recent developments in inflation and by 
the credibility of the Bank’s inflation-control strategy. In the regu- 
lar survey reported in the Conference Board’s September Index of 
Business Confidence, 84 per cent of respondents (compared with 
78 per cent in the March 1997 survey) expected inflation to be 
2 per cent or less over the near term (Chart 17). 


Chart 17 
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In the Conference Board’s September quarterly Survey of Fore- 
casters, it was anticipated that CPI inflation would average about 
1.8 per icentins1997 and duper cent ing 1993s het 99 7 forecast 
was marginally lower than that of six months earlier, while the 
1998 forecast was unchanged. Longer-term inflation forecasts, as 
reported by Consensus Economics Inc., are also in the lower part 
of the inflation-control target range (Chart 18). 


Chart 18 
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* The differential is calculated using the appropriate compound interest formula. 
** Source: Consensus Economics Inc. 


With the decline in the nominal long-term interest rate, the 
differential between the yields on conventional and Real Return 
Bonds has narrowed further, extending a three-year downward 
trend. This would suggest that investors have continued to adapt 
to the low-inflation environment. The decline in this differential 
so far this year is similar to that in other industrial countries that 
issue index-linked bonds (Technical Box 3). While one cannot 
extract a precise estimate of expected inflation from this differen- 
tial, it would appear that expectations are within the inflation- 
control target range. 
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Technical Box 3 
Inflation Expectations and Index-Linked Bonds 


A small number of countries issue real return or index-linked bonds. Holders 
of these bonds receive interest payments and principal that are adjusted for the 
rate of domestic inflation. Thus, the yield differential between conventional 
bonds and index-linked bonds of similar remaining terms to maturity will be 
affected by expectations concerning inflation over the rest of the bond’s life. In 
addition to inflation expectations, however, the differential embodies premiums 
for inflation uncertainty and for other factors such as differences in liquidity char- 
acteristics. As the premiums for these other factors are likely to change only 
slowly, the path of the bond yield differential over time provides a reasonably 
good picture of changes in expected inflation and the uncertainty surrounding it.” 

The evolution of bond yield differentials (derived from bonds with remain- 
ing terms to maturity of approximately 10 or 25 years) in the four countries 
shown in the left-hand chart suggests that there has been a steady and broadly 
based decline in the premium for inflation expectations and inflation uncertainty 
over the past four years. Bond yield differentials for Canada, Australia, and the 
United Kingdom have fallen by between 1.5 and 3 percentage points since mid- 
1994. The corresponding measure in the United States has also fallen since the 
first index-linked bonds were issued early this year. 

The downward trend of bond yield differentials coincides with a marked 
decline in global inflation during the 1990s. By the middle of 1997, average infla- 
tion for consumer prices in 20 industrialized countries was about 1.5 per cent. 
The fall in actual inflation has no doubt heavily influenced expectations of future 
inflation and the uncertainty surrounding it. But continued declines in bond 
yield differentials as some of these economies approached (or even exceeded) 
capacity suggest that central banks are making progress in establishing their anti- 
inflation credentials. 
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* For additional information regarding Real Return Bonds and the measurement of 
inflation expectations, see Cédté et al. (1996). 
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Monetary indicators 


M1 (the definition of money that includes the money used in 
transactions) grew at an unsustainably rapid pace over the first 
half of 1997, reflecting low interest rates and the lingering effects 
of the introduction of competitive interest rates on current 
accounts. More recently, M1 growth on a year-over-year basis has 
started to moderate towards a pace more consistent with inflation 
remaining within the target range. 

The rapid growth of real M1 over the past year indicates that 
the robust expansion of real GDP should continue into next year 
(Chart 19). The yield curve also suggests that economic growth 
should be strong in 1998. A steep yield curve has usually been 
followed by strong GDP growth over the next four quarters. 
Taken together, these indicators are consistent with real GDP 
growing faster than estimated potential through 1998. 


Chart 19 
Real GDP Growth and Growth of Real Gross M1 


Annual rates 


Real gross M1* 
(left scale) 
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Real GDP 
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* Two-quarter moving average of growth in gross M1 (deflated by the consumer price index), 
one quarter earlier 
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Chart 20 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
M2++** 
(left scale) 


Core CPI 
(right scale) 


Adjusted M2+* \ 


(left scale) 


1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 


* Adjusted M2+ adds CSBs and mutual funds sponsored by certain financial institutions to M2+. 
** M2++ adds CSBs and all mutual funds to M2+. 


M2+ (the traditional broad definition of money, which 
includes money market mutual funds) has been growing very 
slowly on a year-over-year basis since the last Report. Normally, 
this would indicate the absence of inflationary pressure. In recent 
years, however, holders of deposits have been seeking higher 
yields by switching into mutual funds, most of which are outside 
the M2+ aggregate. The adjusted M2+ aggregate incorporates 
mutual funds sponsored by financial institutions that issue depos- 
its or deposit-like instruments, in order to capture the shifts 
within those institutions from deposits to mutual funds. However, 
investors have also been shifting from deposits to mutual funds 
other than those sponsored by such institutions. M2++ is an alter- 
native measure that incorporates all mutual funds. Over the past 
12 months, M2+ has increased by 0.2 per cent, adjusted M2+ by 
3.1 per cent, and M2++ by 7.9 per cent. Such disparate outcomes 
make it difficult, at present, to draw inferences about inflation 
from the growth of these traditional and adjusted broad monetary 
aggregates. Research is continuing into measures of broad money 
that might have a more reliable link with future inflation. 


Inflation projection 


In summary, three factors lead us to expect core inflation to 
remain in the lower half of the inflation-control target range well 
into 1998. First, downward pressure on core inflation arising from 
slack in both product and labour markets will continue to play a 
role over this period. Second, strong growth in productivity in the 
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broad monetary aggre- 


gates are not currently 


reliable indicators of 


future inflation. 


Core inflation is expected 
to remain in the lower 
half of the inflation- 
control target range. 
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context of robust economic expansion will contribute to keeping 
overall unit cost increases low. Third, inflation expectations, based 
on the various measures available, appear to be centred slightly 
below the midpoint of the target range. 

Once the Canadian economy reaches full capacity, however, 
inflation pressures could mount unless the Bank is successful in 
ensuring that the upward trend of aggregate demand is consistent 
with the growth of the economy’s potential to produce. 
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5. CONCLUSIONS 


Inflation, measured by either the core CPI or the total CPI, is 
expected to stay in the lower half of the inflation-control target 
range between now and the next Report. 

Over the period to the end of 1998, the economy is projected 
to expand at an annual rate of about 4 per cent. Since this pace 
exceeds the estimated growth of potential output for this period, 
the Bank’s current expectation is that the output gap will tend to 
close towards the end of 1998. 

Under these circumstances, the challenge for monetary policy 
will be to set monetary conditions at levels that encourage a pace 
of economic expansion that achieves full use of the economy’s 
capacity and at the same time preserves low inflation. This is how 
monetary policy can contribute to continued, sustainable gains in 
output and employment. To this end, some moderation in the 
degree of monetary stimulus will be needed over the medium 
term. 

While the strategic direction of policy is thus clear, taking 
measured steps in that direction raises three issues: the timing of 
policy actions; the amount of adjustment to monetary conditions 
required; and the extent to which stimulus will be reduced as a 
result of movements in short-term interest rates as opposed to a 
strengthening of the Canadian dollar. 

Given recent economic trends, and apart from any complica- 
tions that might arise from a more prolonged bout of the financial 
market volatility experienced in late October, it seems likely that 
further action to reduce monetary stimulus will be required 
between now and the next Report. In these circumstances, it also 
seems likely that somewhat higher short-term interest rates and a 
firmer exchange rate will both contribute to less-stimulative mon- 
etary conditions. However, with low inflation and improved fiscal 
positions, increases in interest rates and in overall monetary con- 
ditions should be much smaller than in past periods of high infla- 
tion. 

During the next six months, the Bank will have to closely 
monitor the momentum of the economy and developments in 
financial markets in order to assess the pace and extent of adjust- 
ments to monetary conditions necessary to preserve low inflation 
and thus bring about a long-lasting economic expansion. It is by 
prolonging the expansion that we will achieve sustained reduc- 
tions in unemployment in Canada. 


This ts a report of the Governing Council of the Bank of Canada: 
Gordon Thiessen, Bernard Bonin, Charles Freedman, Paul Jenkins, 


Tim Noél, and Sheryl Kennedy. 
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MoneTARY PoLicy REPORT 


he last half-year has been very 
: positive for the Canadian econ- 


omy. The expansion has be- 
come well established, supported by 
low inflation, highly stimulative mon- 
etary conditions, and a strong U.S. 
economy. These positive factors have 
more than offset the dampening effects 
that restructuring and fiscal restraint 
have had on consumer confidence and 
spending. 

Employment rose substantially, 
giving a solid boost to consumer confi- 
dence. Together with low interest 
rates, this has led to strong gains in 
household demand. Thus, as anticipat- 
ed in the last Report, economic slack 
has been taken up more rapidly than it 
was in the second half of last year. 

With the economy now gathering 
momentum and the influences of 
restructuring and past fiscal policy 
measures diminishing, the challenge 
for monetary policy is to promote a 
level of monetary conditions that pre- 
serves Canada’s low-inflation environ- 
ment, thereby helping to sustain our 
economic expansion. 


Factors affecting inflation 


The strong pace of economic 
growth in the first half of 1997 was 
largely as expected. 

Consumers responded to low 
interest rates and an improving 
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ummary 


economic climate with an upsurge in 
purchases of big-ticket items such as 
housing, motor vehicles, and appliances. 

Businesses continued to spend 
heavily on capital goods to improve 
efficiency and expand capacity. The 
solid increase in business spending on 
structures was notable. 


Consumer Price Index 
Year-over-year percentage change 


Total 
4 CPI 


CPI excluding food, 
energy, and the effect of 
indirect taxes 


Gover maen 


em bhe 


Target range 
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® Midpoint of the inflation-control target range 


“,.. the immediate challenge for monetary 


policy lis] to promote monetary 


conditions 


that will preserve Canada’s good inflation 
performance through the current economic 
upswing, thereby helping to make this 
economic expansion a long-lasting one.” 


— Gordon Thiessen 


Speech to the Board of Trade, Vancouver, B.C. 
7 October 1997 
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Consumer Confidence 
Year-over-year 


percentage change 
1S 
Purchase of 
big-ticket items** 
(right scale) 
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Growth in exports resumed in the 
first half of the year, in response to a 
strong U.S. economy, although parts 
shortages restricted exports of auto- 
motive products. Given the strength of 
domestic demand, import volumes 
grew even more robustly. As a result, 
the current account of our internation- 
al balance of payments moved to a 
modest deficit position. 

Overall, in the last six months, de- 
mand continued to advance faster 
than the economy’s capacity to pro- 
duce, resulting in further narrowing of 
the gap between actual and potential 
output. The Bank’s estimate of the 
output gap at midyear was about 
1 3/4 per cent, but such estimates 
should be viewed as having a wide 
confidence band and are subject to 
frequent review as the flow of eco- 
nomic information is received. 

Over the period, firms continued 
to maintain tight control of costs. 
Wage gains were moderate, and pro- 
ductivity rose substantially. Thus, in- 
creases in unit labour costs remained 
low. 


Achieving the inflation- 
control targets 


In last May’s Report, the Bank con- 
cluded that some reduction of the 


recent highly stimulative monetary 
conditions would be needed as the 
economy gained momentum and 
moved towards full capacity. Conse- 
quently, in late June, when persistent 
weakness in the exchange rate caused 
further easing in monetary conditions, 
the Bank raised the Bank Rate by 
25 basis points to counter the easing. 
On 1 October, the Bank raised the Bank 
Rate another 25 basis points to 
3 3/4 per cent to moderate the degree 
of monetary stimulus, given rapid 
growth in the measure of money used 
for transactions and evidence that the 
economic expansion was becoming 
more self-sustaining. 

As a result of the interest rate and 
exchange rate movements following 
these increases, the monetary condi- 
tions index rose from just below -6.0 in 
June to between -5.5 and -5.0—a level 
that still provides strong support for 
the economy. In late October, at the 
time of the sharp swings in global 
equity markets, there was some re- 
versal of the index as a result of curren- 
cy weakness. 

Premiums in Canadian interest 
rates have continued to decline be- 
cause of the dramatic progress made in 
eliminating government deficits and 
growing expectations that inflation 
will remain low. Medium- and long- 
term interest rates have fallen further 
below those in the United States, with 
long-term rates in Canada touching 
record lows. 

Over the last six months, the 
strong U.S. dollar has been an impor- 
tant factor in exchange markets. The 
Canadian dollar has benefited from 
this strength relative to overseas cur- 
rencies. On a trade-weighted basis 
against all G-10 currencies, however, 
the Canadian dollar has declined 
slightly, as firmness against overseas 
currencies has been offset by some 
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weakness vis-a-vis the U.S. dollar. 
With markets continuing to expect an 
appreciation of the Canadian dollar, 
short-term interest rates have re- 
mained some 180 basis points below 
comparable U.S. rates. 


The outlook for inflation 


Notwithstanding recent develop- 
ments in southeast Asia and associated 
volatility in global equity markets, 
external factors remain positive for the 
Canadian economy. 

Most importantly, the pace of eco- 
nomic expansion in the United States 
is expected to remain strong. Although 
U.S. inflation has moderated slightly, 
the high levels of economic activity 
continue to raise the possibility of an 
increase in inflation pressures. Thus, 
one cannot rule out the need for the 
Federal Reserve to take action at some 
point to head off inflation in order to 
prolong the economic expansion. 

Economic growth in the major Eu- 
ropean countries was slightly stronger 
than expected during the first half of 
1997 and should continue at a moder- 
ate to strong pace through the second 
half of the year. In Japan, where the 
economy contracted sharply in the sec- 
ond quarter, easy monetary conditions 
should provide some support for mod- 
est growth for the remainder of the 
year; however, spillover effects from 
southeast Asia represent a distinct 
downside risk for the Japanese out- 
look. 

In Canada, domestic demand will 
continue to be supported by low 
interest rates. Moreover, restraint on 
domestic demand from fiscal consoli- 
dation is diminishing, as is the impact 
on consumer confidence coming from 
restructuring. 

Household spending should be 
bolstered by pent-up demand _ for 


housing and consumer durables and 
by increased employment and _in- 
comes. Recent surveys suggest that 
business investment will also remain 
strong. 

Overall, the Bank anticipates aver- 
age growth of about 4 per cent through 
the fourth quarter of 1998. With this 
profile, the Bank’s current estimate is 
that the economy may be producing at 
full capacity towards the end of 1998. 

Over the past year, the Bank has 
been closely monitoring the rapid 
growth of M1—the narrow measure of 
money used for transactions. The 
surge in M1 indicates that the robust 
expansion of GDP should continue 
into 1998. Recently, M1 growth has 
started to moderate towards a pace 
more consistent with inflation remain- 
ing within the target range. 

On balance, slack in markets, 
strong productivity growth, and 
inflation expectations centred slightly 
below 2 per cent are expected to com- 
bine to keep core inflation in the lower 
half of the inflation-control target 
range well into 1998. Once full capaci- 
ty is achieved, however, inflation pres- 
sures could mount unless the Bank is 
successful in ensuring that the trend 
growth of aggregate demand is con- 
sistent with the growth of potential 
output in the economy. 


Overnight Financing Cost 
Wednesdays 


Overnight 
financing cost 
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Conclusions 


While inflation is expected to re- 
main in the lower half of the target 
range for at least the next six months, 
the economy is projected to expand at 
an annual rate of about 4 per cent 
through 1998. This pace of expansion 
will absorb slack in the economy and is 
unlikely to be sustainable for an ex- 
tended period. 

The challenge for monetary policy 
will therefore be to set monetary con- 
ditions at levels that will encourage 
economic growth that fully utilizes 
Canada’s production potential, but 
that does not jeopardize the low-infla- 
tion environment. To this end, some 
moderation in the degree of monetary 
stimulus will be needed over the medi- 
um term. 

While the strategic direction of 
policy is thus clear, taking measured 
steps in that direction raises three is- 
sues: the timing of policy actions; the 
amount of adjustment to monetary 
conditions required; and the extent to 
which stimulus will be reduced as a re- 
sult of movements in short-term inter- 
est rates as opposed to a strengthening 
of the Canadian dollar. 

Given recent economic trends, and 
apart from any complications that 
might arise from a more prolonged 
bout of the financial market volatility 
experienced in late October, it seems 
likely that further action to reduce 


monetary stimulus will be required be- 
fore the next Report. In these circum- 
stances, it also seems likely that 
somewhat higher short-term interest 
rates and a firmer exchange rate will 
both contribute to  less-stimulative 
monetary conditions. However, with 
low inflation and improved fiscal posi- 
tions, increases in interest rates and in 
overall monetary conditions should be 
much smaller than in past periods of 
high inflation. 

During the next six months, the 
Bank will have to closely monitor the 
momentum of the economy and devel- 
opments in financial markets in order 
to assess the pace and extent of adjust- 
ments to monetary conditions neces- 
sary to preserve low inflation and thus 
bring about a long-lasting economic 
expansion. It is by prolonging the ex- 
pansion that we will achieve sustained 
reductions in unemployment in Canada. 


Monetary Conditions Index 
Wednesdays, January 1987 =0 


1994 1995 1996 
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es six derniers mois ont été trés 

favorables pour l’économie du Canada. 

L’expansion s’est implantée soli- 
dement, aidée en cela par un bas taux 
d’inflation, des conditions monétaires trés 
expansionnistes et une économie américaine 
robuste. Ces facteurs favorables ont largement 
contrebalancé l’effet de freinage que la 
restructuration et les compressions budgé- 
taires ont eu sur la confiance des consomma- 
teurs et les dépenses. 

La situation de l'emploi s’est nettement 
améliorée, insufflant un fort élan de confiance 
aux consommateurs. A la faveur de cette 
amélioration et du bas niveau des taux 
d’intérét, la demande des ménages a 
enregistré des gains importants. 
Conformément au diagnostic qui avait été 
porté dans la derniére livraison du Rapport, les 
capacités excédentaires se sont donc résorbées 
plus rapidement qu’au second semestre de 
l’année derniere. 

Comme l’activité économique connait 
actuellement un essor et que l’effet de 
la restructuration et des compressions 
budgétaires passées s’atténue progressive- 
ment, la politique monétaire a maintenant 
pour défi de promouvoir des conditions 
monétaires qui préservent le climat de faible 
inflation et, partant, contribuent a soutenir 
"expansion économique. 


Les facteurs a l’ceuvre 


Au premier semestre de 1997, le 
dynamisme de la croissance €conomique a été 
en gros tel qu’on s’y attendait. 


Grace au faible niveau des taux d’intérét 
et a l’amélioration du climat économique, les 
dépenses des ménages au titre d’articles 
cotiteux comme le logement, les véhicules 
automobiles et l’électroménager ont fait un 
bond. 


Indice des prix a la consommation 
Taux de variation sur douze mois 


IPC global 


Fourchette cible 


IPC hors alimentation, 
énergie et effet des 
imp6ts indirects 
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1996 


1997 


« [...] le défi qui se pose dans l’immédiat a la 
politique monétaire [est de] promouvoir des 
conditions monétaires susceptibles de préserver 
au cours de I’actuelle période d’expansion les 
bons résultats enregistrés par le Canada sur le 
front de l’inflation et, partant, [de] faire en sorte 
que l’expansion se poursuive. » 


— Gordon Thiessen 


Allocution prononcée devant la Chambre de 
commerce de Vancouver (Colombie-Britannique) 
le 7 octobre 1997 
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Confiance des consommateurs 
Taux de variation sur 
1981 = 100 douze mois 


150 Indice des attitudes des 15 
140 consommateurs* Gros achats** 


(échelle de gauche) (échelle de droite) 
130 
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* Source : Conference Board du Canada 
** Achats, en dollars constants, de biens de consommation durables et de logements 


Les dépenses d’investissement sont 
demeurées fortes, les entreprises visant a 
accroitre leur efficience et a développer leurs 
capacités de production. Il convient de 
signaler la solide montée des dépenses en 
installations de production. 

Les exportations se sont réinscrites en 
hausse au premier semestre de 1997, a la faveur 
de la vigueur de l’€conomie amé€ricaine, bien 
que des pénuries de piéces aient entravé 
les exportations de véhicules automobiles. 
Cependant, les importations en volume ont 
grimpé de facon encore plus notable, en raison 
de la robustesse de la demande intérieure. Par 
voie de conséquence, le solde du compte courant 
de la balance des paiements du Canada est 
redevenu légerement déficitaire. 

Dans l’ensemble, la demande a continué, 
pendant les six derniers mois, de croitre plus 
rapidement que la capacité de production de 
l'économie, ce qui a donné lieu a un nouveau 
rétrécissement de l’écart entre la production 
observée et la production potentielle. L’écart 
de production calculé par la Banque en milieu 
d’année se situait aux alentours de 1 3/4 %, 
mais cette mesure devrait étre considérée 
comme une estimation ponctuelle a l’intérieur 
d’un large intervalle de confiance et doit étre 
révisée frequemment en fonction des données 
économiques que l’on recoit. 

Au cours de la période, les entreprises ont 
continué de maitriser fermement leurs cots. 
Les hausses salariales ont été modérées et la 
productivité s’est améliorée sensiblement. 
L’accroissement des cotits unitaires de main- 
d’ceuvre est donc demeuré trés modeste. 


La réalisation des cibles de 
maitrise de l’inflation 


Dans le numéro de mai du Rapport, la 
Banque concluait a la nécessité de resserrer 
quelque peu les conditions monétaires trés 
expansionnistes a mesure que la reprise 
gagnerait en vigueur et que l'économie 
tendrait vers une pleine utilisation de ses 
capacités. Vers la fin juin, les conditions 
monétaires se sont encore assouplies sous 
l’effet de la faiblesse persistante du taux de 
change. Donc, pour contrer cette évolution, la 
Banque a relevé le taux officiel d’escompte de 
25 points de base. Le 1° octobre, elle a de 
nouveau haussé son taux d’escompte de 
25 points de base, pour l’établir a3 3/4 %. 
Cette mesure avait pour objet d’atténuer l’effet 
stimulant des conditions monétaires face a la 
progression rapide de la mesure de la masse 
monétaire qui comprend les encaisses de 
transaction et devant les signes que 
l’expansion économique était bien engagée. 

Sous l’effet des variations des taux 
d’intérét et du taux de change qui ont suivi 
ces relévements, l’indice des conditions 
monétaires, qui s’approchait de -6,0 en juin, est 
remonté pour se situer entre -5,5 et -5,0, niveau 
auquel les conditions monétaires continuent 
de soutenir vigoureusement l’économie. Vers 
la fin octobre, cet indice est redescendu 
quelque peu, le dollar canadien ayant eu un 
acces de faiblesse lorsque les marchés 
boursiers ont connu de fortes turbulences un 
peu partout dans le monde. 

Les primes incorporées aux taux d’intérét 
canadiens ont poursuivi leur décrue a la 
faveur des progres spectaculaires réalisés dans 
l’élimination des déficits publics ainsi que de 
la conviction croissante que I’inflation allait 
rester faible. Les taux d’intérét 4 moyen et a 
long terme ont reculé encore davantage par 
rapport a leurs pendants américains, les taux a 
long terme canadiens atteignant pour leur part 
des creux historiques. 

Au cours des six derniers mois, la fermeté 
du dollar E.-U. a joué un réle important dans 
l’évolution du marché des changes. Le dollar 
canadien a bénéficié de cette fermeté par 
rapport aux monnaies des pays d’outre-mer. 
Mais sa moyenne pondérée en fonction des 
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échanges commerciaux a légerement fléchi 
vis-a-vis de l'ensemble des monnaies des pays 
du Groupe des Dix, car le dynamisme qu’il 
affichait par rapport aux monnaies d’outre- 
mer a été contrebalancé par une certaine 
faiblesse relativement au dollar américain. 
Les marchés s’attendant toujours a une 
appréciation du dollar canadien, les taux 
d’intérét a court terme ont pu rester inférieurs 
de quelque 180 points de base a leurs pendants 
amé€ricains. 


Les perspectives en matieére 
d’inflation 


Malgré les événements récents survenus 
en Asie du Sud-Est et la volatilité qui 
en a résulté sur les places boursieres du 
monde entier, les facteurs externes a l’ceuvre 
demeurent favorables pour l'économie 
canadienne. 

Le plus important de ces facteurs est que 
la robustesse de l’expansion aux Etats-Unis 
devrait se maintenir. Bien que l’inflation ait 
fléchi légerement dans ce pays, la bonne tenue 
de Il’économie fait toujours craindre une 
recrudescence des pressions inflationnistes. I] 
se pourrait donc que la Réserve fédérale ait a 
intervenir afin de prévenir toute résurgence de 
l’inflation et de prolonger ainsi l’expansion 
économique. 

Dans les principaux pays européens, la 
progression de l’activité a été legérement plus 
robuste que prévu au premier semestre 
de 1997 et devrait se poursuivre a un rythme 
de modéré a rapide au second semestre. 
Au Japon, ot l'économie s’est nettement 
contractée au deuxieme trimestre, la souplesse 
des conditions monétaires devrait contribuer a 
une croissance modeste de l’activité d’ici la fin 
de l’année. Les contrecoups de la situation en 
Asie du Sud-Est ont toutefois nettement terni 
les perspectives économiques nippones. 

Au Canada, le bas niveau des taux 
d’intérét continuera de soutenir la demande 
intérieure. De plus, le coup de frein que 
les mesures d’assainissement budgétaire ont 
donné a la demande intérieure s’atténue, tout 
comme l’effet que la restructuration a eu sur la 
confiance des Canadiens. 


Les dépenses des ménages devraient aussi 
étre stimulées par la demande refoulée de 
logements et de biens de consommation 
durables ainsi que par la progression de 
l'emploi et des revenus. Selon des sondages 
récents, les dépenses d’investissement des 
entreprises devraient également demeurer 
fortes. 

Tout compte fait, la Banque prévoit 
une croissance moyenne avoisinant les 4 % 
jusqu’au quatriéme trimestre de 1998. A la 
lumiere de ce profil d’évolution, elle estime 
donc a l’heure actuelle que notre économie 
pourrait commencer a tourner a plein régime 
vers la fin de 1998. 

Au cours des douze derniers mois, M1 
(’'agrégat au sens étroit qui comprend les 
encaisses de transaction) a connu une forte 
poussée et la Banque a suivi de prés cette 
évolution. La croissance rapide de M1 est 
signe que l’expansion robuste du PIB devrait 
se poursuivre jusqu’en 1998. Elle a commencé 
a ralentir dernierement pour se rapprocher 
d’un rythme plus propice au maintien de 
l’inflation a l’intérieur de la fourchette cible de 
maitrise de l’inflation. 

En somme, les capacités de production 
excédentaires, la nette amélioration de la 
productivité et un taux d’inflation attendu 
légérement inférieur a 2 % sont des facteurs 
qui, conjugués, nous amenent a penser que 
l’inflation mesurée par l’indice de référence 
demeurera dans la moitié inférieure de la 
fourchette pendant une bonne partie de 1998. 
Toutefois, lorsque l'économie canadienne 


Coit du financement a un jour 
Données des mercredis 
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tournera a plein régime, les pressions 
inflationnistes s’intensifier, a 
moins que la Banque ne réussisse a faire en 
sorte que l’accroissement tendanciel de la 
demande globale soit compatible avec la 
progression de la production potentielle. 


pourraient 


Conclusions 


Le taux d’inflation devrait se maintenir 
dans la moitié inférieure de la fourchette cible 
de maitrise de l’inflation au cours des six 
prochains’ mois au moins et, selon les 
projections, l'économie croitra a un rythme 
annuel voisin de 4 % jusqu’a la fin de 1998. Ce 
rythme d’expansion se traduira par une 
absorption des capacités excédentaires et ne 
pourra vraisemblablement pas étre maintenu 
sur longue période. 

Dans ce contexte, la politique monétaire 
aura pour défi d’établir des conditions 
monétaires favorisant un taux de croissance 
économique qui permette d’atteindre la pleine 
utilisation des capacités sans mettre en péril le 
climat de faible inflation. Pour cela, il faudra 
que les conditions monétaires deviennent 
moins expansionnistes 4 moyen terme. 

Ainsi, l’orientation stratégique de la 
politique monétaire est clairement définie, 
mais ce qu’il reste a établir, pour avancer a pas 
mesurés dans la direction voulue, ce sont le 


connu les marchés financiers durant les 
derniers jours d’octobre, il semble que nous 
aurons a intervenir de nouveau avant la 
publication du prochain rapport. I] est 
probable également, dans ces circonstances, 
que tant un léger relevement des taux d’intérét 
a court terme qu’un raffermissement du taux 
de change contribueront a rendre les condi- 
tions monétaires moins expansionnistes. 
Compte tenu du bas taux d’inflation et de 
l’assainissement des finances publiques, 
la majoration des taux d’intérét et, par 
conséquent, le resserrement des conditions 
monétaires devraient étre bien moindres que 
ceux que nous avons connus lors des épisodes 
passés de forte inflation. 

Au cours des six prochains mois, la 
Banque suivra de pres la force de l’€conomie 
et l’évolution des marchés financiers pour 
évaluer le rythme et l’ampleur des ajustements 
des conditions monétaires qui pourraient étre 
nécessaires au maintien du faible niveau 
de l’inflation et, partant, a la poursuite de 
l’expansion économique. Et c’est en prolon- 
geant l’expansion que nous pourrons réduire 
durablement le ch6mage au Canada. 


Indice des conditions monétaires 
Données des mercredis, janvier 1987 = 0 


0 
moment opportun pour intervenir, le degré 4 
d’ajustement des conditions monétaires requis 
et le rdle relatif que devront jouer les a 
relevements des taux d’intérét a court terme et 3 
'appréciation du dollar canadien dans le -4 
resserrement des conditions monétaires. 5 
A la lumiére des tendances récentes de 4 
l'économie, et en supposant qu’il n’y aura : 


pas de complications attribuables a un 
prolongement de l’épisode de volatilité qu’ont 
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“With low inflation and a sound fiscal position, 
we now have the foundation that should permit 
us to move towards full capacity and to explore 
what our economy can deliver in terms of sus- 
tained growth in output and employment and 
better standards of living . . . . this will require 
setting a course for monetary policy that will 
ensure that the Canadian economy reaches full 
capacity smoothly and then continues to grow 
over time at a non-inflationary, and therefore 
sustainable, pace.” 


— Gordon Thiessen 


Speech to the Canadian Club of Winnipeg, 
Winnipeg, Manitoba 
25 March 1998 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better growth over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank to make more accurate judgments about the growth potential of the 
economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags—the impact on inflation from changes in monetary con- 
ditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, there is a good deal of movement in the CPI caused by 
transitory fluctuations in the prices of food and energy, as well as by 
changes in indirect taxes. For this reason, the Bank focusses on the CPI 
excluding food, energy, and the effect of indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 
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1. INTRODUCTION 


Canada’s inflation-control targets establish a specific medium- [he 1 to 3 per cent infla 
term objective for monetary policy. In February 1998, the target of — tion-control target has 
holding consumer price inflation inside a range of 1 to 3 per cent been extended to the end 


was extended jointly by the Government of Canada and the Bank of 2007. 
of Canada to the end of 2001. The Bank also indicated that there 
would be no change in the way in which policy was conducted 
under the targets (see the appendix, page 33). 
Because of the lags between the Bank’s policy actions and 
their ultimate effect on inflation, policy decisions have to be for- 
ward-looking. Consequently, these decisions are necessarily based 
on projections of an uncertain future and must respond to unex- 
pected events, both economic and financial. 


Since last November’s Monetary Policy Report, a number of Over the past six months, 
unanticipated developments have required reassessment and — several unanticipated 
response by the Bank. The unfolding events in Asia and the sharp = developments have 
decline in primary commodity prices, which have had significant = required reassessment 
economic and financial market implications for Canada, were not and response by the Bank 


readily predictable. At the same time, an unexpectedly strong U.S. 
economy has helped to partly offset the negative effects of the 
Asian crisis. Late last year, inflation temporarily dropped below 
1 per cent (the lower bound of the Bank’s target range). In addi- 
tion, strikes by postal workers and by Ontario teachers in the 
fourth quarter of 1997, together with the January ice storm in 
eastern Canada, have had significant short-term effects on pro- 
duction and demand in the economy. 


During this period of uncertainty and temporary setbacks, the To prevent an undesired 
Bank attempted to identify the more lasting influences on the easing of monetary 
economy and inflation. In addition, it had to address the volatility = conditions and to address 
in financial markets associated with the uncertainty surrounding financial market vol 
the shocks. This volatility was most clearly evident in several ity, the Bank Rate’ 


sharp declines in the external value of the Canadian dollar. Under increased. 
these circumstances, the Bank raised short-term rates three times 
since the November Report, by a total of 125 basis points. These 
actions were prompted by two basic considerations. First, despite 
the fallout from the problems in Asia, the underlying momentum 
of the Canadian economy remained positive, and the persistent 
decline in the Canadian dollar was leading to an undesirable eas- 
ing in monetary conditions, which were already stimulative. Sec- 
ond, at times, the speed of decline in the currency was such that, 
had it continued, there was a clear risk that investor confidence in 
Canadian dollar assets would have been undermined. 


This report includes information received to 24 April 1998. 
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Although there are continuing uncertainties and downside 
risks to the immediate outlook, stemming from the Asian situa- 
tion, there have been signs that stability is returning to most of 
southeast Asia and Korea. On balance, the Bank feels that the eco- 
nomic expansion in Canada, supported by both external and 
internal factors, will remain solid through this year and into 1999, 
although not as strong as expected last autumn. The details of this 
outlook and the policy implications for maintaining inflation 
inside the Bank’s target range are the subject of this Report. 


2. RECENT DEVELOPMENTS IN INFLATION 


Core inflation (CPI excluding food, energy, and the effect 
of indirect taxes) dropped temporarily below the Bank’s 1 to 
3 per cent target range late last year. On balance, however, it 
declined only slightly over the past six months. Contributing to 
the decline were intensifying competitive pressures in the retail 
market. 


Inflation and the target range 


The 12-month rate of increase in the core CPI edged down 
from 1:5.sperzicentslast. September tovl.2“per centemiiMareh 
(Chart 1). This decline was not anticipated in last November’s 
Report. 

It was noted at that time that retailers were trying to restore 
profit margins by raising prices. In fact, price discounting subse- 
quently increased as competition among retailers to maintain or 
expand market share intensified. There still appears to be signifi- 
cant excess capacity in this sector, which will probably take quite 
some time to correct. Currency depreciations in Asia also intensi- 
fied competition, particularly among motor vehicle producers. 
More fundamentally, the ongoing slack in product markets has 
continued to put downward pressure on inflation. The major off- 
setting factor working to hold inflation up appears to be expec- 
tations of inflation that remain close to the 2 per cent midpoint 
of the range. 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


| Total CPI 


Target range 


CPI excluding food, \y\ 
energy, and the effect of \ 
indirect taxes 


1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 
® Midpoint of the inflation-control target range 


The brief fall of core CPI inflation below the target range last = Temporary factors led 
November and December was caused by transitory factors. These core CPI inflation to drop 
included increased automobile rebates, exceptionally heavy dis- below the target range 
counts on clothing, promotions of new cablevision channels, and for a shiort time. 


an earlier-than-expected seasonal decline in hotel rates. 

The levels of two other statistical measures of the trend rate of 
inflation (CPIX and CPIW) are currently very similar to that of 
core inflation (Chart 2).! 


1. CPIX excludes the eight most volatile components from the CPI as well as 
the effect of indirect taxes on the remaining components. CPIW multiplies 
each CPI basket weight by an additional weight that is inversely proportional 
to the component's variability. For a detailed discussion, see Technical Box 1 
in the November 1997 Report. 


Lower energy prices also 
Or. i 

contributed to the 

decline in total CPI 


inflation. 
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Chart 2 
The Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


Core CPI 


The 12-month rate of increase in the total CPI was 0.9 per cent 
in March 1998, compared with 1.6 per cent in September 1997. 
This decline is mainly tied to falling energy prices stemming from 
lower prices for crude oil. 

Broad inflation measures have also eased substantially since 
the last Report. The chain price index for GDP—a measure of price 
changes using weights that adjust to keep up with shifts in the 
composition of spending—showed no inflation at the end of 1997 
from its level a year earlier, compared with a year-over-year rate 
of 1.0 per cent in the second quarter of 1997 (Chart 3). In addition 
to the factors lowering CPI inflation, the broad measures, which 
include the prices of exported products, have been directly 
affected by the considerable decline in the prices of primary com- 
modity exports (Chart 4 and Technical Box 1). 
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Chart 3 
Chain Price Index for GDP and Core CPI 


Year-over-year percentage change 


Core CPI Chain price index for GDP 


(excluding inventories) 


1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


Chart 4 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


Total index 


1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


For manufacturing, the aggregate industrial product price 
index has shown relatively modest increases on a year-over-year 
basis (Chart 5). These gains have mainly reflected the impact of 
the Canadian dollar depreciation on export prices for such prod- 
ucts as motor vehicles and many manufactured commodities, 
where contracts are typically in U.S. dollars. 


Technical Box 1 
Recent Movements in Primary Commodity Prices 


The Bank of Canada’s primary commodity price index (measured in U.S. dol- 
lars) decreased by about 12 per cent between the second quarter of 1997 and the first 
quarter of 1998. Part of this decrease reflects the strength of the U.S. dollar against 
the currencies of other industrial countries. Measured in terms of G-7 currencies, the 
index fell by about 8 per cent over the same period. Price declines were particularly 
pronounced for base metals, lumber, livestock, and crude oil. 

Prices for commodities were driven down by both demand and supply factors. 
Actual and anticipated reductions in worldwide demand, related primarily to 
developments in Asia, have led to lower prices for many commodities, including 
base metals. The oversupply of metals has been exacerbated by new mines coming 
into production as well as by additional supply from existing operations in coun- 
tries such as Russia (nickel), Chile (copper), and China (zinc). Although U.S. hous- 
ing demand remained strong, ongoing weakness in the Japanese housing market 
and increased U.S. lumber supplies contributed to a large drop in lumber prices 
over 1997 and the first quarter of 1998. Livestock prices, particularly for hogs, have 
also weakened, owing to greater global supply and lower demand from Asia. 

Crude oil prices were pushed down by an increased supply from OPEC and 
non-OPEC countries, weaker Asian demand, and low North American demand 
because of mild weather. The price of crude oil fell 20 per cent in the first quarter of 
1998, as Middle East tensions dissipated and the United Nations announced its 
intention to allow higher Iraqi exports under the oil-for-food program. At the end of 
the first quarter, prices recovered when OPEC and some other major producers 
announced plans to cut production for the balance of the year. 

The full extent of the decline in commodity prices is difficult to explain using 
only fundamental demand and supply factors, especially given the continuing 
strength in world demand stemming from U.S., European, and Latin American 
growth. There seems to have been some overshooting on the downside—perhaps 
an overreaction to developments in Asia. The Bank’s outlook therefore incorporates 
a gradual recovery of commodity prices in the second half of 1998 to more closely 
reflect the economic fundamentals. The speed of the recovery will depend in part on 
developments in Asia. 


Bank of Canada’s Commodity Price Index* Commodity Prices (U.S.$) 
(1997Q2 = 100) (1982-90 = 100) 
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* Weighted by Canadian production 
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Chart 5 


Industrial Product Price Index 
Year-over-year percentage change 
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Factors at work on inflation 


Aggregate demand and supply 


As expected, the Canadian economy expanded at a rapid pace 
during 1997, with real GDP increasing by 4.2 per cent (fourth 
quarter over fourth quarter). This expansion continued to be sup- 
ported by accommodative monetary conditions and by strong 
growth in the U.S. economy. It was accompanied by marked gains 
in employment during the year. Over the second half of 1997, the 
underlying momentum of the economy remained robust. How- 
ever, two major strikes (postal workers and Ontario teachers) 
shaved about 0.5 percentage points off GDP growth, which was 
recorded at 3.5 per cent. 

Several temporary influences also affected the pace of activity 
in the first quarter of 1998. The recovery from the fourth-quarter 
labour disruptions provided a boost to economic growth. In con- 
trast, the January ice storm in eastern Canada, which has signifi- 
cantly affected the month-to-month changes in activity, is 
estimated to have lowered real GDP growth in the first quarter by 
about 0.2 percentage points. This should subsequently be more 
than made up as a result of the reconstruction effort. At the same 
time, the fallout from developments in Asia and lower commodity 
prices began to have a tempering effect on growth. When all the 
factors are considered, growth in the first quarter is estimated to 
have been in a range of about 3 to 3!/) per cent (at an annual 
rate). 
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The strong pace of 
economic expansion last 
year was largely as 


expected 


Export volumes rose briskly in the second half of 1997, partly 
because of strong U.S. demand for machinery and equipment and 
consumer durable goods. Exports of non-energy commodities also 
grew substantially in spite of price declines. But within this cate- 
gory, lumber exports fell markedly, following a sharp decline in 
housing demand in Japan. More generally, exports to Japan and 
other Asian countries declined over the period, but these account 
for only about 8 per cent of Canada’s total merchandise exports. 

In the last half of 1997, businesses continued to substantially 
increase their spending on capital goods, especially on machinery 
and equipment. 

Investment in non-farm inventories also rose in this period, 
stimulated by continued strong growth in sales. At times, some 
inventory imbalances emerged in certain segments of the retail 
sector, such as motor vehicle dealerships and department stores. 
At year-end, inventories still appeared to be too high in some 
retail categories (such as department stores). 

Household expenditures continued to rise strongly in the sec- 
ond half of 1997, although at a slightly lower rate than in the first 
half. Consumer spending on durable goods, particularly motor 
vehicles, grew at a healthy pace, as a result of low interest rates, 
pent-up demand, and continued marked gains in employment. 
The very substantial increases in both full-time jobs and hiring by 
firms (as opposed to self-employment) have kept consumer confi- 
dence high (Charts 6 and 7). It appears, however, that some 
spending on motor vehicles towards year-end was brought for- 
ward from the first quarter of 1998 in response to special financ- 
ing incentives and rebates offered by North American producers. 
The growth of household spending on items other than consumer 
durable goods slowed somewhat, partly in response to the effect 
of the work stoppages on incomes. 
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Chart 6 
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Chart 7 
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to be imported. In addition, many of our highly manufactured 
exports have a very large import content. As Asian currencies 
depreciated, imports from these countries, which account for 
about 12 per cent of Canada’s total merchandise imports, rose 
more strongly than total imports. 
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Technical Box 2 


Canada’s Current Account 


Canada’s current account deficit widened by about 2.5 per cent of GDP through 
1997. This resulted from a number of factors: vigorous growth in domestic demand, 
a shift in spending towards import-intensive goods, a fall in primary commodity 
prices, a substantial rise in the reinvested earnings of foreign-controlled corpora- 
tions in Canada (which are recorded as payments to non-residents), and lower net 
exports to Asia. Loss of overall competitiveness was not a factor, since measures of 
costs relative to those of Canada’s major trading partners improved markedly 
through the year as the Canadian dollar weakened and unit labour costs fell in 
domestic currency terms. 

The widening of the current account deficit primarily reflected a pronounced 
narrowing of the merchandise trade surplus. The terms of trade for goods fell 3 per 
cent on a fixed-weight basis over the year, mainly because of a drop in the prices of 
those primary commodities of which Canada is a net exporter. Export volumes 
increased rapidly, reflecting robust growth in U.S. aggregate demand and our 
favourable competitive position. Import volumes rose even more strongly than 
exports, however, largely in response to a sharp increase in domestic demand for 
machinery and equipment and for consumer durables. 

In the investment income account, the substantial increase in the reinvested 
earnings of foreign-controlled enterprises operating in Canada reflected a marked 
improvement in profits and higher levels of investment spending. The rollover of 
debt at lower interest rates helped restrain net interest payments on portfolio invest- 
ment to a modest year-on-year increase in the fourth quarter of 1997. 

Since it is affected by so many factors, the current account balance is very diffi- 
cult to predict. There are, however, a number of developments that are likely to nar- 
row the deficit during 1998: demand should become less heavily weighted towards 
import-intensive goods, commodity prices should strengthen, and the competitive 
position of Canadian producers should continue to stimulate gains in net export 
volumes. Moreover, new capacity coming on stream should provide impetus to cer- 
tain export categories, such as natural gas. Finally, the rollover of long-term debt at 
lower interest rates will continue to help contain outflows of net investment income. 
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With imports rising more strongly than exports and commod- 
ity prices declining, there was a further deterioration in the cur- 
rent account deficit to almost 3 per cent of GDP at year-end 
(Technical Box 2). 

In the first quarter of 1998, the recovery from the two major 
strikes gave a boost to household spending on items other than 
motor vehicles and energy. Consumer expenditures were also 
supported by continued strong employment growth in the private 
sector. On balance, however, the underlying pace of expansion 
moderated somewhat. Lower shipments of energy commodities 
and a reduction in the growth of automotive product exports led 
to slower export growth than in the second half of 1997, and the 
rate of increase in business investment slowed from last year’s 
robust pace. Because of the reduced demand for energy (reflecting 
the relatively mild winter) and a decline in motor vehicle sales, 
imports were little changed. 

With aggregate spending during the last half of 1997 and early 
this year continuing to expand at a rate greater than the growth of 
potential output, slack in the economy continued to be taken up. 
Bank staff estimate that the output gap narrowed to about 
11/4 per cent at the end of 1997, down from 13/4 per cent at mid- 
1997 (Chart 8). 

There is considerable uncertainty about the measurement of 
the output gap. Nonetheless, it is useful for policy purposes to 
make provisional point estimates of its most likely value. These 
estimates are reviewed as new data come in. 


Chart 8 
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Cost control 


Wage increases remained moderate in the second half of 1997. 
Annual wage settlements in the unionized private sector averaged 
1.7 per cent, compared with 2.4 per cent in the first half (Chart 9).? 
Wage settlements in the public sector edged up, averaging 1.4 per 
cent in the second half of 1997. The average pay increase for non- 
unionized employees was 2.6 per cent in 1997, based on the Con- 
ference Board of Canada’s compensation outlook survey. Thus, 
the average underlying wage increase in the total economy is 
estimated to have been close to 2 per cent on a year-over-year 
basis. This is confirmed by a new source of wage data from Statis- 
tics Canada. For instance, in the first quarter of 1998, the year- 
over-year increase in the average hourly wage, excluding over- 
time, was 1.5 per cent for all permanent employees and 2.4 per 
cent for permanent full-time employees. 


Chart 9 
Wage Settlements 
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Productivity growth increased last year, partly because of the 
cyclical pickup in output. As a result, unit labour costs edged 
down by year-end (Chart 10). The growth of labour income per 


2. The reduction in average private sector wage settlements in the second half 
of 1997 mainly reflected a large increase in the proportion of settlements in 
the service sector. Wage increases in the service sector have recently been 
lower than those in the goods-producing sector. 

3. Productivity is measured as output per employee because of concerns that 
the volatility of recent data on the average work week may be distorting the 
underlying picture of productivity growth measured as output per person- 
hour. 
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employee had been unexpectedly high early in 1997 because of 
larger-than-normal bonus payments that were associated in part 
with the productivity gains. 


Chart 10 
Unit Labour Costs and Labour Productivity 


Year-over-year percentage change 
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3, ACHIEVING THE INFLATION-CONTROL 
TARGETS 


The Bank aims at directing monetary conditions along a path 
that will move the trend rate of inflation towards the centre of the 
target range over time. In making its judgment about this desired 
path, the Bank uses information from many sources on develop- 
ments that will influence the trend of inflation. Most important is 
the expected trend in the level of aggregate demand relative to 
the economy’s potential supply. Since there is considerable uncer- 
tainty about the future evolution of these variables, the desired 
level of monetary conditions at any time is not precise, but rather 
is a range within which the Bank is comfortable. New information 
and changing views of the probable profile of spending and its 
implications for future inflation may change the desired path for 
monetary conditions. At times, there may be considerable uncer- 
tainty regarding the effects on the Canadian economy of external 
or domestic shocks. In these circumstances, it may be appropriate 
for the Bank to wait for more information before deciding on any 
change in the path for monetary conditions. In the meantime, 
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monetary conditions may fluctuate over quite a wide range with- 
out drawing a response from the Bank. 

In the Report issued last November, the Bank drew attention to 
the anticipated closing of the output gap over the coming quarters 
and to the implied need for some reduction, over the medium 
term, in the degree of monetary stimulus being provided to the 
economy. The November Report also recognized the unfolding sit- 
uation in Asia, noting that close attention would have to be paid 
to the implications for the Canadian economy. 

As the crisis in southeast Asia deepened and spread to Korea 
(see Technical Box 3), there was a tendency for financial markets 
and commentators to assume a “worst-case scenario.” Pessimistic 
views about the impact of the Asian crisis on the evolution of 
commodity markets and on the Canadian economy, together with 
a worldwide flight to U.S. assets by investors, resulted in a reduc- 
tion in the relative attractiveness of Canadian dollar instruments. 
This was exacerbated by the occasional recurrence of nervousness 
about political developments in Quebec. In addition, there was 
some uncertainty in the markets about the likely reaction of mon- 
etary policy to all these developments. Together, these factors led 
to volatility in Canadian financial markets and several episodes of 
sharp downward pressure on the Canadian dollar. The extent of 
the resulting depreciation was seen by the Bank as an inappropri- 
ate easing of monetary conditions. Some important positive devel- 
opments for the Canadian economy appeared to have been 
overlooked by markets, particularly the persistent strength of the 
U.S. economy, as well as the significant declines in medium- and 
long-term interest rates. Under the circumstances, the Bank raised 
the Bank Rate on three occasions, by a total of 125 basis points. 
These actions were intended both to counter the undesired easing 
in monetary conditions and to forestall a potential loss of confi- 
dence in Canadian dollar assets. 

The forces at play resulted in considerable volatility in mone- 
tary conditions over the past six months, and the Bank’s monetary 
conditions index (MCI) has fluctuated over a relatively wide 
range (Chart 11). A low of -6.2 was reached near the end of Janu- 
ary. Since then, the MCI has varied between -4.5 and -5.5. This 
means that, following the increases in short-term interest rates, 
monetary conditions have been somewhat less stimulative com- 
pared with the very accommodative range of -5.0 to -6.0 that had 
prevailed for much of 1997. 
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Technical Box 3 
The Asian Crisis 


The turmoil in Asia can be explained largely by underlying structural weak- 
nesses and the emergence of significant macroeconomic and financial imbalances. 
The five countries most adversely affected have been Korea, Indonesia, Malaysia, 
the Philippines, and Thailand. Since mid-1997, the exchange rate in Indonesia has 
fallen by roughly 70 per cent against the U.S. dollar, while those of the other affected 
countries have declined by between 30 and 35 per cent. Stock markets in the 
region have fallen by 20 per cent or more in local currency terms over the same 
period. After years of very rapid growth, economic activity in the region is expected 
to slow significantly in 1998. Over the longer term, if measures are taken to 
strengthen financial sectors, improve governance, and enhance the role of market 
incentives, these economies should again be among the fastest-growing in the 
world. 

The Asian crisis is expected to affect industrialized economies in a number of 
ways. The decline in economic activity in the Asian countries and the depreciation 
of their exchange rates will reduce their demand for imports. In addition, the 
improved competitive position of Asian exporters is likely to lead to some displace- 
ment of domestically produced goods in the industrialized world. The crisis is also 
contributing to lower world commodity prices, as Asian countries reduce their 
demand for imports while boosting domestic production. This in turn is feeding 
into lower actual and expected trend inflation worldwide. 

For 1998, the latest World Economic Outlook of the IMF suggests that world eco- 
nomic growth will be 1.2 percentage points lower than forecast in September 1997. 
The largest downward revisions are for Japan and the newly industrialized econo- 
mies of Asia. The negative effect of the Asian crisis will be partly offset by positive 
developments, such as the ongoing momentum of the U.S. economy. Growth in G-7 
countries in 1998 is expected to be down only 0.2 percentage points compared with 
expectations before the Asian crisis. 


Real GDP een Forecasts for 1998 
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Chart 11 


Monetary Conditions Index 
Wednesdays, January 1987 =0 


As a result of the three changes, the Bank Rate increased from 
3.75 per cent to 5 per cent (Chart 12). The increase on 25 Novem- 
ber was 25 basis points, while those on 12 December and 30 Janu- 
ary were 50 basis points each. Short-term yields rose in step with 
these increases. With little change in short-term rates in the 
United States, three-month differentials have narrowed, but Cana- 
dian short-term rates are still some 60 to 70 basis points below 
those in the United States. 


Chart 12 
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overnight rate. 
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Chart 13 
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Following the interest rate increases, the Canadian dollar 
recovered from the record low of 68.10 U.S. cents on 29 January 
(Chart 13). Nevertheless, over the past six months the Canadian 
dollar fell in value by about 1!/2 per cent against the U.S. dollar. 
The U.S. dollar’s persistent strength against all major currencies 
over the period stemmed from the U.S. economy’s strong per- 
formance. It also reflected a shift by investors towards the world’s 
most liquid financial market in response to the turbulence in Asia. 
As a result, when measured against the currencies of all the G-10 
countries, the Canadian dollar has declined less than against the 
U.S. dollar alone.* 

Bond markets in many countries in the G-10 area, including 
Canada, have been buoyant, partly because of an improved infla- 
tion outlook, and partly because of the flight of capital from Asian 
countries. In spite of the increases in domestic short-term interest 
rates, Canadian bond yields have declined to new lows. More- 
over, the negative long-term differential against the United States 
has persisted despite the safe-haven attraction of U.S. dollar 
investments. 


4. While the Canadian dollar has risen steeply against the currencies of 
southeast Asia and Korea, the effect of that movement will, to a significant 
extent, be offset because inflation in most of these countries has increased 
appreciably. Moreover, our trade with these countries is relatively modest. 
As a result, when account is taken of inflation differences between Canada 
and other countries, movements in the exchange value of the Canadian 
dollar on a trade-weighted basis are broadly similar, whether we use the 
G-10 index or a broader index that includes a number of Asian and Latin 
American currencies. The additional countries included in the broader index 
are Australia, Norway, China, Hong Kong, Korea, Malaysia, Singapore, Thai- 
land, Indonesia, Taiwan, Argentina, Brazil, Chile, and Mexico. 
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The rise in short-term rates and the decline in long-term rates 
has caused the yield curve to pivot, and to have a progressively 
flatter slope (Chart 14). In the past, the slope of the yield curve 
has been a good predictor of changes in output, and such a flat- 
tening has often been followed by slower output growth. How- 
ever, the declines in bond yields over the past couple of years 
have largely resulted from lower expectations of inflation and 
lower risk premiums. These lower risk premiums provide a stim- 
ulus to economic activity (see Technical Box 4). 


Chart 14 
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4. [He OutTLook FOR INFLATION 


When assessing the likely path of inflation over the next two 
years, the Bank looks closely at the current and anticipated 
amount of aggregate excess supply or demand, measures of infla- 
tion expectations, and the rate of monetary expansion. The Bank 
reviews all important factors, both external and internal, that 
could influence the evolution of aggregate demand and supply. 


Aggregate demand and supply 


The effect of the Asian crisis on the world economy and the 
sharp declines in commodity prices, stemming from the crisis and 
from other sources, represent a significant negative external shock 
for the Canadian economy. However, the effects of this shock are 
being partly offset by positive developments elsewhere. In 
response to the Asian crisis and to an improved inflation outlook, 
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Technical Box 4 
The Decline in Long-Term Interest Rates 


Canadian long-term interest rates have declined remarkably. Since the start of 
1995, the yield on Government of Canada long-term bonds, shown in the chart 
below, has fallen from over 9 per cent to about 5 3/4 per cent, the lowest rate since 
the 1960s. Yields in the United States and other advanced economies have also 
declined, although more moderately. The persistent, negative Canada-U.S. spread 
that emerged last year is unprecedented. 

Two factors have been essential to the improved spread. First, a lengthening 
period of low inflation has strengthened confidence in the long-run value of Cana- 
dian dollar assets. The explicit monetary policy target gives bondholders a formal 
commitment to continued low inflation. Second, the rapid elimination of deficits by 
Canadian governments has alleviated some deep uncertainties. Large deficits over 
many years, and the prospect of their continuation, had created concerns about the 
level and incidence of taxes; the diversion of savings from more productive uses; the 
buildup of external liabilities, which was likely to undermine the exchange rate; and 
the risk that a future government might adopt inflationary policies to lighten its 
debt load. The rapid fiscal improvement thus played a major role in the extent and 
timing of the fall in domestic bond yields. Even though the stock of debt and the 
associated interest payments remain very high, maintenance of the current fiscal 
position would imply a steady decline in the ratio of government debt to GDP and, 
hence, in the burden of debt service. 

Some respite from the uncertainty about the political future of Quebec over 
much of the period since the 1995 referendum also contributed to the strength of the 
Canadian bond market. 

The decline in long-term borrowing costs brings pervasive benefits to Canada. 
Investment in long-lived assets is encouraged; asset values rise; and government 
interest payments are reduced. Because of the sizable net foreign debt, national 
income improves as external interest payments decline. In an environment of sound 
monetary and fiscal policies, long-term interest rates should remain low, even at 
times when short-term rates rise. Indeed, the further decline in bond yields since 
November has occurred in the face of such an increase. 
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medium- and long-term interest rates have declined in the major 
industrial countries, including Canada. These declines in rates 
have also helped to boost the value of equities. Recent financial 
market developments are thus working to help sustain demand in 
many industrial countries. In addition, and perhaps most impor- 
tantly, the U.S. economy has continued to outperform expecta- 
tions. 

The expansion of aggregate demand in the United States was 
surprisingly strong throughout 1997 and outstripped the esti- 
mated growth of capacity. Although the momentum of the U.S. 
economy continued to be greater than expected into the first quar- 
ter of 1998, the growth of real GDP should slow to a more sustain- 
able rate this year as net exports decline in response to a loss of 
competitiveness and weak Asian demand. An anticipated inven- 
tory correction should also moderate growth somewhat. 

U.S. inflation, as measured by the CPI excluding food and 
energy prices, has been stable at around 2.2 per cent since last 
September. Although the strong U.S. dollar is expected to put fur- 
ther modest downward pressure on inflation over the remainder 
of this year, the recent rise in wage pressures could push inflation 
up in 1999. 

Monetary conditions in the United States have continued to 
tighten since mid-1997, owing to the appreciation of the U.S. dol- 
lar. The low inflation rate and the anticipated impact of the Asian 
crisis on the U.S. economy have helped to keep short-term rates 
steady. However, unless the Asian crisis has a significant dampen- 
ing effect on the U.S. economy over the longer term, the Federal 
Reserve may be faced with the need to raise interest rates to coun- 
ter a buildup of inflation pressures. 

Developments in Mexico have also been positive. Growth in 
1997 averaged 7 per cent and is expected to remain robust this 
year. 

In the major European countries, the situation has been mixed. 
Growth in the United Kingdom has begun to slow in response to 
past tightening in monetary conditions and increased fiscal 
restraint. Domestic demand in France and Italy has strengthened, 
while in Germany it has remained relatively weak. With growth 
in the continental European economies expected to pick up in the 
first half of 1998, the overall outlook for Europe in 1998 is bright. 

The Japanese economy failed to recover significantly in the 
second half of 1997, after contracting sharply in the second quar- 
ter. The government has taken important actions to recapitalize 
financial institutions, and further fiscal measures are planned. 
Despite these initiatives, little economic improvement is expected 
this year, owing to the adverse impact of the Asian crisis, the fra- 
gility of the financial sector, and the low level of consumer and 
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business confidence. Increasingly, the Japanese economy is 
becoming the major source of uncertainty for the world economy. 

International commodity prices are expected to recover some- 
what in the second half of 1998. The anticipated reduction in glo- 
bal excess capacity, together with a correction for some possible 
overshooting of commodity markets on the downside, should 
contribute to a firming in the prices of industrial materials. 

Overall, the growth of Canadian exports is expected to ease 
this year, as developments in Asia and an anticipated moderation 
in U.S. economic growth more than offset the stimulus of the 
recent exchange rate depreciation. The recent decreases in com- 
modity prices are likely to lead to further cutbacks in production 
at high-cost sites. This could adversely affect the volume of com- 
modity exports over the near term, until the expected rise in com- 
modity prices occurs. 

On the domestic front, business investment, supported by low 
medium- and long-term interest rates, is expected to remain rela- 
tively strong in 1998. Capital outlays will also be boosted by the 
rebuilding of electrical transmission and distribution networks 
made necessary by the ice storm in eastern Canada. Overall, how- 
ever, the increase in business investment will likely be less than 
the strong gains in both 1996 and 1997, as some resource-based 
projects will be held back by past decreases in commodity prices. 
Inventory investment is likely to be reduced somewhat as some 
retailers correct stock imbalances. 

Continued gains in full-time employment, low interest rates, 
and rising private sector wealth should support robust growth in 
household demand, including housing. But there is some risk that 
consumer outlays will be less buoyant, to the extent that much of 
the pent-up demand for consumer durables and housing has 
already been met. 

On the basis of the evidence currently available, the Bank 
anticipates growth of about 31/2 per cent (at annual rates) through 
to the fourth quarter of 1998 and into the first half of 1999. On an 
annual average basis, the implied growth for 1998 is also 3!/2 per 
cent. This is somewhat stronger than the most recent average of 
private sector forecasts, which has edged down to 3.3 per cent. In 
the Bank’s view, the economy should reach a level close to the 
current estimate of full capacity during the course of 1999. Since 
estimates of full capacity are inexact, the Bank will closely moni- 
tor all the indicators that could provide information on the capac- 
ity of the economy. Throughout the remainder of this year, 
however, slack in goods and labour markets should continue to 
put downward pressure on inflation. 
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Temporary factors affecting inflation 


While a number of structural changes are still under way in 
the retail sector, the recent degree of price discounting could 
lessen somewhat through the rest of 1998. Recent Asian currency 
movements, however, may contribute to some price cutting—par- 
ticularly for motor vehicles, other durable goods, clothing and 
footwear—as retailers turn to cheaper sources of supply. In con- 
trast, the recent depreciation of the Canadian dollar against the 
U.S. dollar will put upward pressure on the prices of many 
imported goods over the next year or two. On balance, these tem- 
porary factors should have little net effect on the core CPI in the 
next few months. More upward pressure on prices is likely, how- 
ever, towards the end of this year and into 1999, as the lagged 
effects from the recent depreciation of the Canadian dollar against 
the U.S. dollar become increasingly important. 


Cost control 


Wage rates are expected to rise at a moderate rate through 
1998 because of low price inflation and continued excess supply 
in the labour market. Productivity growth may edge down this 
year along with output growth, so unit labour costs may increase, 
but only modestly. Such an outlook for labour costs would be con- 
sistent with core inflation remaining in the lower half of the target 
range this year. 


Measures of inflation expectations 


In the regular survey reported in the Conference Board’s 
December Index of Business Confidence, 78 per cent of respondents 
continued to expect inflation to be 2 per cent or less over the near 
term. This is down slightly from 84 per cent in the September sur- 
vey (Chart 15). A survey of private forecasters by the Department 
of Finance in February showed CPI inflation averaging 1.5 per 
cent this year and 1.7 per cent in 1999. More recent projections for 
1998 average 1.3 per cent. Over the past six months, forecasters 
have revised their near-term projections downwards (2 per cent 
had been predicted for 1998 last September) in response to the 
unexpected decline in inflation observed in November and 
December and expectations that slack in the economy would take 
longer to be absorbed. Long-term inflation forecasts gathered by 
Consensus Economics Inc. are very close to the midpoint of the 
target range (Chart 16). 
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Chart 15 


Percentage Distribution of Expected Price Increases 
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Source: Conference Board of Canada 


As the yield on conventional bonds has continued to decline, 
so has the differential between the yields on nominal and Real 
Return Bonds (Chart 16). Since November, this spread has fallen 
below 2 per cent, the midpoint of the current inflation-control tar- 
get range. This should not be taken as a precise estimate of the 
expected rate of inflation because the yield spread is also affected 
by differences in secondary market liquidity and by the shifting 
portfolio needs and preferences of investors. Nevertheless, the 
decline in the nominal-real interest differential is clear evidence 
that the financial markets have increasing confidence in low infla- 
tion over a long horizon. 


Chart 16 


CPI Inflation Forecasts 6 to 10 Years Ahead 
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Monthly 
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** Source: Consensus Economics Inc. 
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Monetary indicators 


After slowing in the second half of 1997, the year-over-year 
growth of narrow money, M1, picked up in the first quarter of 
1998.° However, slowing is expected to resume in the second half 
of 1998 and to continue into 1999. An appreciable part of the 
surge since 1996 has been due to the introduction of more attrac- 
tive interest rates paid on demand deposits and to the decline of 
other short-term interest rates in recent years. The portfolio shifts 
occasioned by these developments should now be almost com- 
plete. The Bank estimates that a long-run rate of increase in M1 of 
about 2 to 5 per cent would be consistent with inflation within the 
target range and growth at potential. 

The current rate of M1 increase remains high enough to sup- 
port robust growth of output, and declining excess capacity, in the 
first half of 1998 (Chart 17). As the chart shows, there has been a 
fairly close correspondence over the business cycle between 
changes in the real value of M1 and those in GDP about two quar- 
ters later. 


Chart 17 
Real GDP Growth and Growth of Real Gross M1 
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date: a 
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* Two-quarter moving average of growth in gross M1 (deflated by the consumer price index), 
one quarter earlier 


5. An article in the spring 1998 issue of the Bank of Canada Review provides a 
more detailed review of the developments in the monetary aggregates. 
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Broad money represents a liquid store of value. The Canadian 
broad aggregates consist mainly of liquid assets held by the per- 
sonal sector, and their behaviour may carry information about the 
value of planned outlays by households. In fact, broad money 
has, in the past, been a good indicator of short-term nominal 
spending and core inflation. But the enormous shift from deposits 
to mutual funds has rendered the previously accepted definitions 
obsolete. For the time being, we can only estimate a range for the 
underlying growth. An adjusted M2+ aggregate, which contains 
only mutual funds sponsored by deposit-taking financial institu- 
tions, provides a lower bound; the corresponding upper bound 
can be derived from a very broad aggregate M2++, which 
includes all mutual fund holdings. On this basis, underlying 
broad money growth over the past year is estimated at between 
1 and 7 per cent (Chart 18). The Bank is engaged in research to 
provide a more precise measure within this band. As matters 
stand, the rates of increase recently experienced seem to be in line 
with continued low inflation. 


Chart 18 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
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* Adjusted M2+ adds CSBs and mutual funds at financial institutions to M2+. 
** M2++ adds CSBs and all mutual funds to M2+. 
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Three factors should put some upward pressure on core infla- 
tion. First, inflation expectations appear to be above the current 
rate of inflation. Second, some of the effect of the intense compet- 
itive pressures in the retail sector that has been putting down- 
ward pressure on inflation should wear off in coming months. 
Third, the recent depreciation of the Canadian dollar will tend to 
raise prices slightly. 

At the same time, there are factors that lead us to expect core 
inflation to remain below the 2 per cent midpoint: slack in prod- 
uct and labour markets; continued growth in productivity that 
will limit rises in unit labour costs; and downward pressure on 
the prices of imports from East Asia. 

Overall, we expect our measure of core CPI inflation to 
increase slightly over the balance of 1998. Our projection for the 
end of the year and the first half of 1999 is between 1!/2 and 
2 per cent. None of the factors at work imply a persistent rise in 
the trend rate of inflation. 
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5. CONCLUSIONS 


In last November’s Report, it was concluded, based on the 
strength of the economic outlook at that time, that measured steps 
to moderate the degree of monetary stimulus would be required 
over the medium term to preserve low inflation and bring about a 
long-lasting expansion. 

This Report continues to present the view that the underlying 
momentum of the Canadian economy is strong. However, in light 
of the impact of the Asian situation and lower commodity prices, 
the outlook is not quite as strong as had been expected. On the 
basis of the evidence currently available, the average annual rate 
of economic expansion through to the middle of 1999 is projected 
to be about 31/2 per cent. 

Prospects for inflation are little changed. For the balance of 
1998 and the first half of 1999, our measure of core CPI inflation is 
expected to rise slightly but to stay in the lower half of the infla- 
tion-control target range. 

While the uncertainty surrounding the outlook is much 
greater than usual, the risks associated with it appear balanced. 
The main downside risks relate to developments in Asia and com- 
modity prices. Offsetting these is evidence, particularly from the 
continuing strength of the U.S. economy and from the expansion 
of the narrow monetary aggregate, M1, in Canada, that the under- 
lying momentum of the economy might be stronger than we 
expect. 

When all these factors are considered, it is the Bank’s judg- 
ment that between now and the next Report, monetary conditions 
in the recent range would be broadly appropriate in the absence 
of further shocks. This would be consistent with the above out- 
look of robust aggregate demand, the economy continuing to take 
up slack, and inflation inside the target range. Given the degree of 
uncertainty that is likely to persist over this period, monetary 
conditions may continue to fluctuate over a relatively wide range. 
Subsequently, if the underlying momentum of activity remains as 
strong as is currently expected, less-stimulative monetary condi- 
tions would be called for as the economy approaches and 
achieves full capacity. 


This is a report of the Governing Council of the Bank of Canada: 
Gordon Thiessen, Bernard Bonin, Charles Freedman, Paul Jenkins, 


Tim Noél, and Sheryl Kennedy. 
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APPENDIX 


Inflation-Control Targets Extended* 


Joint statement of the Government of Canada 
and the Bank of Canada 


The objective of Canadian monetary policy is to contribute to 
sustainable economic expansion, high levels of employment, and 
rising standards of living. The best contribution monetary policy 
can make to these goals is through preserving confidence in the 
value of money by providing an environment of stable average 
prices. Accordingly, the Government of Canada and the Bank of 
Canada today reaffirmed that monetary policy in Canada will 
continue to be oriented towards achieving and maintaining price 
stability and announced that the current inflation-control targets 
will be extended until the end of 2001. 

Targets for reducing inflation were adopted in February 1991. 
In December 1993, the government and the Bank of Canada 
agreed to extend the targets from the end of 1995 to the end of 
1998 with the objective of holding inflation inside the range of 
1 to 3 per cent. It was also agreed that the targets would be re- 
examined by the end of 1998 and that a new long-term target 
range consistent with price stability would be set at that time. 

Since the initial adoption of these targets, considerable 
progress has been made in reducing inflation and maintaining it 
at a low level. Economic decisions are increasingly being made on 
expectations of a continuation of low inflation, and Canadians are 
beginning to experience the benefits from such an environment. 
For example, low inflation, together with the progress made by all 
levels of government in Canada to restore fiscal balance, has 
resulted in a substantial decline in interest rates, with medium- 
and long-term interest rates near their lowest level in decades. 
However, over the past several years, the Canadian economy has 
been through a difficult period of private and public sector 
restructuring, and the full benefits for economic performance 
from low inflation have yet to be realized. 


* Press release, 24 February 1998 
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It would be helpful to have a longer period of time in which 
the economy demonstrated more fully its ability to perform well 
under conditions of low inflation before determining the appro- 
priate long-run target consistent with price stability. Conse- 
quently, the Government of Canada and the Bank of Canada have 
agreed to extend the existing inflation-control targets, which are 
to hold inflation inside the range of 1 to 3 per cent, to the end of 
2001. The government and the Bank plan to determine the long- 
run target for monetary policy before the end of 2001. Providing 
Canadians with such a long-term commitment will help to secure 
the benefits that a stable price environment can bring to the 
growth of incomes and employment in Canada. 


Implementation of policy under the targets 


The Bank will continue the current approach to implementing 
the targets, as set out in 1991 and developed over the years. This 
will include the following elements. 


e The target will continue to be defined in terms of the 12-month 
rate of increase in the total CPI, and the operational guide for 
policy will continue to be the CPI excluding food and energy 
prices and adjusted for the effects of indirect tax changes, as 
before. 


¢ Monetary policy actions will continue to focus on countering 
persistent upward or downward pressures on the trend rate of 
inflation, not temporary pressures that are expected to reverse, 
or one-off price level changes. 


e In the case of large unforeseen shifts in supply or demand, infla- 
tion may temporarily move outside the target range. Monetary 
policy actions would then be directed to bringing the trend rate 
of inflation back towards the centre of the range over a period of 
about two years. 


¢ More generally, since monetary actions have their effects on eco- 
nomic activity and inflation with long lags, policy actions must 
always be directed to responding to expected developments in 
inflation six to eight quarters in the future. 


¢ The Bank of Canada will continue to report in its semi-annual 
Monetary Policy Report on inflation developments, actions to 
achieve the targets, and its assessment of the outlook for infla- 
tion in light of economic trends. 
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MONETARY POLICY REPORT 


SU 


n February 1998, the government 

and the Bank of Canada jointly 

reaffirmed that Canada’s mone- 
tary policy can best contribute to good 
economic performance by remaining 
focussed on inflation control. The 
1 to 3 per cent target range for inflation 
control was extended to the end of 
2001. 

To achieve this target, policy deci- 
sions have to be forward-looking and 
thus are based on projections of an un- 
certain future. 

Since the last Report (November 
1997), there have been an unusual 
number of unanticipated international 
and domestic developments. Among 
the most important events have been 
the crisis in Asia, declines in commodi- 
ty prices, and the persistent weakness 
of the Japanese economy. At the same 
time, the U.S. economy has been con- 
siderably stronger than expected. Here 
at home, there were strikes by Ontario 
teachers and by Canada’s postal work- 
ers in the fourth quarter of 1997, as well 
as the January ice storm in eastern Can- 
ada. 

These developments, which have 
had important economic and financial 
consequences, have also resulted in a 
higher-than-usual degree of uncertain- 
ty. The task for the Bank has been to 
determine which influences were like- 
ly to persist, their magnitude, and their 
implications for the path of monetary 
conditions. 
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Factors at work on inflation 


The Canadian economy expanded 
rapidly in 1997, supported by accom- 
modative monetary conditions and a 
vigorous U.S. economy. 
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“With low inflation, a balanced fiscal posi- 
tion, and low interest rates, the economic 
policy environment is better now than it has 
been for over 25 years. This should provide 
the underpinnings for solid economic 
growth and increased savings and invest- 
ment in the future.” 


— Gordon Thiessen 


Speech to the Canadian Club of Winnipeg, 
Winnipeg, Manitoba, 
25 March 1998 
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In the second half of the year, busi- 
ness spending on capital goods contin- 
ued to rise, and strong foreign demand 
boosted exports. At the same time, al- 
though there was some drag on the 
economy in the fourth quarter from 
strikes, consumer spending rose brisk- 
ly in response to low interest rates, 
pent-up demand, and the steadily im- 
proving job market. 


In the first quarter of 1998, the un- 
derlying pace of expansion began to 
show signs of moderating somewhat. 
While strong employment gains con- 
tinued to support household spend- 
ing, other areas of economic activity 
slowed from last year’s strong pace, 
partly in response to developments in 
Asia. 


The pace of aggregate demand has 
continued to outstrip the growth of po- 
tential output, and the output gap has 
narrowed further. Even though there 
is considerable uncertainty about the 
actual size of the output gap, estimates 
of its most likely level are useful to pol- 
icymakers. Our estimate of the gap at 
the end of 1997 is about 11/4 per cent. 


Productivity rose, while wage in- 
creases were moderate, causing unit 
labour costs to edge down. 
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Overall, the pressures on inflation 
have remained subdued, with our core 
measure of consumer price inflation 
(CPI excluding food, energy, and the 
effect of indirect taxes) at 1.2 per cent 
in March on a year-over-year basis. 


Achieving the inflation- 
control targets 


The Bank aims at directing mone- 
tary conditions along a path that will 
move the trend rate of inflation to- 
wards the centre of the target range 
over time. This path is not precise, and 
it must also be adjusted to reflect new 
developments in the economy and in 
the prospects for inflation. Moreover, 
when there is uncertainty regarding 
the effects of new external or domestic 
developments, it may be appropriate 
for the Bank to wait before deciding on 
any change in the desired path for 
monetary conditions. 

During the recent unsettled peri- 
od, the Bank had to determine the ex- 
tent to which unforeseen events would 
have a lasting influence on the econo- 
my and inflation. It also had to address 
the related volatility in financial mar- 
kets. This volatility was most evident 
in several episodes of sharp down- 
ward pressure on the Canadian dollar. 

When the strong underlying mo- 
mentum of the economy was consid- 
ered, the persistent decline in the 
dollar was seen as an inappropriate 
easing of monetary conditions that 
were already very stimulative. In addi- 
tion, the speed of decline was such 
that, had it continued, there was a clear 
risk that investor confidence in Cana- 
dian dollar assets would have been un- 
dermined. In these circumstances, the 
Bank raised short-term interest rates 
three times, by a total of 125 basis 
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points. The resulting monetary con- 
ditions were somewhat less stimula- 
tive than the very accommodative 
range that had prevailed for much of 
1997. 

Medium- and long-term interest 
rates have declined to new lows, and 
Canadian rates have remained below 
those in the United States. While the 
decline in Canadian longer-term inter- 
est rates in part reflects international 
developments, it also reflects lower in- 
flation expectations and lower premi- 
ums for risk in Canada. These lower 
risk premiums, resulting from low in- 
flation and a sound fiscal position, are 
an important additional stimulus to 
economic activity for both businesses 
and households. 


The outlook for inflation 


Notwithstanding the negative im- 
pact coming from Asia, the Canadian 
economy is expected to continue to 
grow at a solid rate, benefiting from 
positive international developments as 
well as from strong domestic funda- 
mentals. 

Chief among these positive interna- 
tional developments is the continued 
expansion of the U.S. economy, 
which has consistently outperformed 
expectations. That expansion is expect- 
ed to moderate somewhat to a more 
sustainable rate this year, in response to 
the higher U.S. dollar and weak Asian 
demand. U.S. inflation has been stable 
since last September, helped by the ap- 
preciation of the U.S. dollar. The eco- 


Japan, however, is becoming the 
leading concern on the world econom- 
ic scene. After contracting sharply in 
the second quarter of 1997, the Japanese 
economy failed to post any significant 
recovery in the second half of the year. 
With the adverse impact of the Asian 
crisis, little improvement is expected 
for 1998, even though important actions 
have been taken to strengthen finan- 
cial institutions and to provide fiscal 
stimulus. 


In Canada, the Asian situation and 
the decline in primary commodity 
prices are expected to moderate 
growth in exports. Business invest- 
ment is also likely to slow as some re- 
source projects are delayed, but the 
low level of medium- and long-term 
interest rates will help promote anoth- 
er year of relatively strong growth. The 
combination of increasing full-time 
employment and low interest rates 
should also support robust growth in 
household demand. 


On balance, the Bank looks for eco- 
nomic growth of about 31/2 per cent 
(at annual rates) through to the middle 
of 1999. This would mean that the 
economy would be expected to come 
close to the Bank’s current estimate of 
full capacity during 1999. 


Term Structure of Canadian Interest Rates 
Yields on treasury bills and government bonds 


16 April 1997 


nomic expansion in Mexico is also 
expected to remain robust. 
The situation in Europe, while 


t 

{ 

31 October 1997 
mixed, also points to underlying 
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strength. Growth in the continental 
European countries is expected to pick 
up, and the outlook for Europe in 1998 
is positive. 
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Inflation will likely come under 
some upward pressure in the second 
half of 1998, partly from the recent de- 
preciation of the Canadian dollar. 
Nevertheless, a continued margin of 
slack in the economy, downward pres- 
sure on prices of imports from Asia, 
and rising productivity in Canada 
should exert a moderating influence. 
Overall, the Bank anticipates that its 
measure of core inflation will remain 
in the lower half of the inflation-con- 
trol target range through 1998. 


Conclusions 


In spite of the ongoing uncertainty 
in world economic conditions, the 
Canadian economy remains on a solid 
upward track. The underlying mo- 
mentum of the economy is sound, and 
the core rate of inflation is expected to 
remain in the lower half of the infla- 
tion-control target range—an outlook 
for inflation that is virtually un- 
changed from six months ago. Howev- 
er, with the impact of the Asian 
situation and lower commodity prices, 
economic growth in 1998 will not be as 
vigorous as seemed likely last fall. As 
noted above, the economy is currently 
projected to expand at a rate of 
31/2 per cent through to the middle of 
1999; 

While the uncertainty surround- 
ing the outlook is much greater than 
usual, the risks associated with this 
outlook appear balanced. The main 
downside risks relate to developments 
in Asia and in commodity prices. 
Offsetting these is evidence, particu- 


larly from the continuing strength of 
the U.S. economy and from the expan- 
sion of Canada’s narrow monetary ag- 
gregate (M1), that the momentum of 
the economy might be stronger than 
we expect. 

When all these factors are consid- 
ered, it is the Bank’s judgment that be- 
tween now and the next Report, 
monetary conditions in the recent 
range would be broadly appropriate in 
the absence of further shocks. This 
would be consistent with the above 
outlook of robust aggregate demand, 
the economy continuing to take up 
slack, and inflation inside the target 
range. Given the degree of uncertainty 
that is likely to persist over this period, 
monetary conditions may continue to 
fluctuate over a relatively wide range. 
Subsequently, if the underlying mo- 
mentum of activity remains as strong 
as is currently expected, less-stimula- 
tive monetary conditions would be 
called for as the economy approaches 
and achieves full capacity. 


Monetary Conditions Index 
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Sommair 


n février 1998, le gouvernement et [Les facteurs qui influent sur 
la Banque du Canada ont réaffirmé it ifl ation 


conjointement que c’est en demeu- 
rant axée sur la maitrise de l’inflation que 
la politique monétaire peut le mieux con- 
tribuer a la bonne tenue de l’économie. La 
période d’application de la fourchette ci- 
ble de maitrise de l’inflation, qui va de 1a ; 
3 %, a été prolongée jusqu’a la fin de 2001. Indice des prix 4 la consommation 
Pour atteindre les cibles arrétées, les Taux de variation sur douze mois 
responsables de la politique monétaire 
doivent prendre des décisions prospec- 
tives, et donc fondées sur des projections 
concernant un avenir forcément incertain. 
Depuis la parution du Rapport de 
novembre 1997, il s’est produit, sur la scéne 
nationale et internationale, plus d’événe- 
ments inattendus que d’habitude. Parmi 
les plus importants, mentionnons la crise 
en Asie, la baisse des prix des produits de 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 
base et la faiblesse persistante de l’écono- ® Point médian de la fourchette cible de maitrise de |’inflation 
mie japonaise. Parallélement, ]’économie 
amé€ricaine a été considérablement plus 


L’économie canadienne a connu une 
vive expansion en 1997 a la faveur des 
conditions monétaires expansionnistes et 
de la vigueur de l'économie américaine. 


IPC global 


Fourchette cible 


IPC hors alimentation, 
énergie et effet des 


robuste que prévu. Le Canada, quant a « Compte tenu du faible niveau de I’infla- 
lui, a subi au quatriéme trimestre de 1997 tion, de l’équilibre budgétaire et des bas taux 
une gréve des enseignants ontariens et d’interét, les conditions dans lesquelles sont 
une gréve des postes, et, en janvier, la menées les politiques économiques sont les 
tempéte de verglas qui s’est abattue sur plus favorables que nous ayons connues 
l’est du pays. depuis plus de 25 ans. Cela devrait contribuer 
Ces événements, qui ont eu d’impor- a soutenir une solide expansion de l’économie 
tantes retombées sur les plans écono- et un accroissement de l’épargne et de l’inves- 
mique et financier, ont aussi engendré | tissement dans l’avenir. » 
une incertitude plus grande qu’a I’ordi- 
naire. Dans ces circonstances, la Banque a — Gordon Thiessen 
cherché a cerner ceux dont I’influence ris- 
quait de persister et 4 déterminer leur am- Allocution prononcée devant le Canadian Club 
pleur ainsi que leurs conséquences pour de Winnipeg 
la trajectoire des conditions monétaires. a Winnipeg, au Manitoba, 


le 25 mars 1998 
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Emploi 


Taux de variation sur quatre trimestres 


Plein temps 


1995 1996 


Au second semestre de l’année, les 
entreprises ont continué d’accroitre leurs 
dépenses d’investissement, et la forte 
demande étrangére a stimulé les exporta- 
tions. Par ailleurs, méme si les gréves 
survenues au quatrieme trimestre ont 
ralenti quelque peu I’activité économique, 
les dépenses de consommation ont enre- 
gistré une croissance marquée sous I’effet 
du bas niveau des taux d’intérét, de la 
demande refoulée et de 1l’amélioration 
constante de la situation de I’emploi. 

Le rythme tendanciel de l’expansion 
a commencé a montrer des signes d’es- 
soufflement au premier trimestre de 1998. 
Si les solides gains enregistrés par l’em- 
ploi ont continué d’alimenter la dépense 
des ménages, d’autres secteurs de l’activi- 
té économique ont marqué le pas par rap- 
port a la cadence rapide observée l’année 
derniére, en partie en réaction a la crise 
asiatique. 

Le taux de croissance de la demande 
globale a continué de dépasser celui de la 
production potentielle, et la marge de ca- 
pacités inutilisées s’est de nouveau rétré- 
cie. Méme si l’écart de production est 
difficile 4 mesurer avec précision, il est 
toutefois utile, pour les responsables de la 
politique monétaire, de disposer d’esti- 
mations de sa valeur la plus probable. Se- 
lon nos estimations, cet écart s’établissait 
a la fin de 1997 aux alentours de 1 !/4 %. 

La productivité s’améliorant et les 
augmentations salariales étant modestes, 
les coaits unitaires de main-d’ceuvre se 
sont inscrits en baisse. 


Dans l’ensemble, les pressions infla- 
tionnistes sont restées modérées, |’infla- 
tion mesurée par l’indice de référence 
utilisé par la Banque (IPC hors alimenta- 
tion, énergie et effet des impéts indirects) 
s’établissant en mars a 1,2 % en glisse- 
ment annuel. 


La réalisation des cibles de 
mattrise de l’inflation 

La Banque recherche, pour les condi- 
tions monétaires, une trajectoire qui ame- 
nera au fil du temps le taux de I’inflation 
tendancielle vers le centre de la fourchette 
cible. Cette trajectoire ne correspond pas a 
un chiffre précis, et elle doit étre ajustée 
pour tenir compte de l’€volution de l’éco- 
nomie et des perspectives en matiére d’in- 
flation. De plus, lorsqu’il s’avere difficile 
de cerner I’incidence de nouveaux facteurs 
d’origine externe ou interne, la Banque peut 
avoir intérét a attendre d’en savoir plus 
avant de modifier la trajectoire souhaitée 
pour les conditions monétaires. 

Durant la récente période de turbu- 
lence, la Banque a dti déterminer dans 
quelle mesure l’incidence des événements 
inattendus sur l’économie et l’inflation se- 
rait durable. Elle a aussi di faire face a la 
volatilité que ces événements ont provo- 
quée sur les marchés financiers, volatilité 
qui s’est manifestée surtout par plusieurs 
épisodes de fortes pressions a la baisse sur 
le dollar canadien. 

Compte tenu de la vigueur fonda- 
mentale de l'économie, le recul persistant 
du dollar a été considéré comme un as- 
souplissement inopportun des conditions 
monétaires, qui étaient déja trés expan- 
sionnistes. En outre, le dollar a reculé a 
une vitesse telle que, si la dépréciation 
s’était poursuivie, il était clair que la con- 
fiance des investisseurs dans les avoirs li- 
bellés en dollars canadiens risquait d’étre 
sapée. La Banque a ainsi été amenée a re- 
lever a trois occasions les taux d’intérét a 
court terme, soit en tout de 125 points de 
base. Les conditions monétaires sont ainsi 
devenues un peu moins souples que pen- 
dant la majeure partie de 1997, période ou 
elles avaient été tres expansionnistes. 
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Les taux d’intérét a moyen et a long 
terme ont touché de nouveaux creux, et 
les taux canadiens sont demeurés infé- 
rieurs a leurs pendants américains. Le re- 
pli des taux d’intérét a plus long terme au 
Canada s’explique en partie par l’évolu- 
tion de la conjoncture internationale, mais 
aussi par une atténuation des attentes 
d’inflation et une baisse des primes de 
risque au pays. Ce dernier facteur, attri- 
buable au bas taux d’inflation et a l’assai- 
nissement des finances publiques, a eu 
un fort effet incitatif sur l’activité éco- 
nomique, stimulant tant la dépense des 
entreprises que celle des ménages. 


Les perspectives en matieére 
d’inflation 

Malgré les retombées de la crise asia- 
tique, l'économie canadienne devrait con- 
tinuer de progresser a un bon rythme, 
grace a l’incidence favorable d’autres 
facteurs externes ainsi qu’a la force des 
facteurs fondamentaux a l’ceuvre au pays. 

Le plus important des facteurs exter- 
nes qui soutiennent notre économie est la 
poursuite de l’expansion économique aux 
Etats-Unis, dont le rythme est demeuré 
constamment supérieur aux attentes. La 
croissance dans ce pays devrait ralentir 
quelque peu cette année pour s’établir a 
un rythme plus soutenable sous I’effet de 
l’appréciation du dollar américain et de la 
faiblesse de la demande en Asie. L’infla- 
tion aux Etats-Unis a été stable depuis 
septembre dernier, a la faveur notam- 
ment de la vigueur du dollar américain. 
La croissance économique devrait demeu- 
rer robuste au Mexique également. 

En Europe, l’économie semble fonda- 
mentalement dynamique, méme si le pro- 
fil de l’activité varie d’un pays a l’autre. 
Le rythme de l’expansion économique de- 
vrait s’accélérer en Europe continentale, 
et les perspectives d’ensemble de l'Europe 
pour 1998 sont encourageantes. 

En revanche, l'économie japonaise 
est en voie de devenir la principale source 
de préoccupation sur la scene économique 
mondiale. Elle ne s’est pas vraiment rele- 
vée au second semestre de 1997 de la forte 


contraction qu’elle avait connue au 
deuxiéme trimestre. En raison des séquelles 
de la crise asiatique, on entrevoit peu 
d’amélioration cette année, bien que I’Etat 
soit intervenu vigoureusement pour ren- 
flouer les institutions financiéres et ait 
pris d’importantes mesures de relance 
budgétaire. 

Au Canada, on s’attend a ce que la 
progression des exportations se ralentisse 
compte tenu de la situation en Asie et du 
recul des prix des produits de base. 
L’avancement de certains projets d’ex- 
ploitation des ressources naturelles ayant 
été freiné, les investissements des entre- 
prises devraient également s’affaiblir, 
mais ils devraient tout de méme demeu- 
rer assez importants en 1998, a la faveur 
notamment du niveau peu élevé des taux 
d’intérét a moyen et a long terme. On s’at- 
tend aussi a ce que la hausse des emplois 
a plein temps et les bas taux d’intérét ali- 
mentent fortement la croissance de la de- 
mande des ménages. 

Tout bien considéré, la Banque pré- 
voit que la croissance économique se 
maintiendra aux alentours de 3 V/, % (en 
chiffres annuels) jusqu’au milieu de I’an- 
née prochaine. Cela signifie que l’écono- 
mie canadienne devrait s’approcher au 
cours de 1999 de ce que la Banque estime 
a l’heure actuelle étre la pleine utilisation 


des capacités de production. 

L’inflation devrait étre soumise a 
des pressions a la hausse au deuxieme 
semestre de 1998, en partie a cause de la 
dépréciation qu’a connue récemment le 
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dollar canadien. Toutefois, la présence de 
ressources inutilisées dans l’économie, les 
pressions a la baisse exercées par les prix 
des produits importés d’Asie et l’accrois- 
sement de la productivité au Canada de- 
vraient avoir une influence modératrice. 
Dans l’ensemble, la Banque s’attend a ce 
que l’inflation mesurée par l’indice de ré- 
férence demeure dans la moitié inférieure 
de la fourchette cible de maitrise de 
l’inflation d’ici la fin de l’année. 


Conclusions 


Malgré J’incertitude qui subsiste 
quant a l’évolution de la situation écono- 
mique internationale, l'économie cana- 
dienne demeure engagée sur la trajectoire 
d’une solide expansion. L’économie est 
fondamentalement saine, et les perspec- 
tives en matiére d’inflation ont peu changé 
au cours des six derniers mois; on continue 
de s’attendre a ce que l’inflation mesurée 
par l’indice de référence se maintienne 
dans la moitié inférieure de la fourchette 
cible de maitrise de l’inflation. Cepen- 
dant, compte tenu des retombées de la crise 
asiatique et de la baisse des prix des pro- 
duits de base, l’expansion économique ne 
sera pas aussi robuste en 1998 qu’on 
l’avait prévu l’automne dernier. Comme 
il a déja été indiqué, nous estimons a 
I’heure actuelle que l’économie croitra a 
un rythme de 31/2 % jusqu’au milieu de 
1999. 

Méme si l’incertitude entourant les 
perspectives d’évolution de l'économie 
est bien plus grande qu’a I’ordinaire, les 
risques a cet égard semblent s’équilibrer. 
Les risques d’un recul de l’activité tiennent 
principalement a la situation en Asie et a 
l’évolution des prix des produits de base. 
Cependant, certains facteurs — notamment 
le dynamisme continu de l'économie 


amé€ricaine et l’essor de l’agrégat moné- 
taire au sens étroit au Canada (M1) — don- 
nent a penser que l’économie canadienne 
pourrait étre plus vigoureuse que prévu. 
En tenant compte de tous ces fac- 
teurs, la Banque est d’avis que le main- 
tien, jusqu’a la publication du prochain 
Rapport, des conditions monétaires a ]’in- 
térieur de la fourchette ot elles se sont ré- 
cemment situées serait approprié dans 
l'ensemble si aucun nouveau choc ne se 
produit, et qu’il est compatible avec la vi- 
gueur attendue de la demande globale, 
‘absorption continue des ressources inu- 
tilisées et un taux d’inflation se situant a 
V'intérieur de la fourchette cible. Etant 
donné le degré d’incertitude susceptible 
de persister au cours de la période, les 
conditions monétaires pourraient conti- 
nuer d’afficher des fluctuations relative- 
ment importantes. Par la suite, si l’activité 
économique demeure fondamentalement 
aussi forte qu’on le prévoit maintenant, 
des conditions monétaires moins expan- 
sionnistes s’imposeront a mesure que 
l’é€conomie se rapprochera des limites de 
sa capacité et réalisera son plein potentiel. 


Indice des conditions monétaires 
Données des mercredis, janvier 1987 = 0 


1995 1996 1997 


t sur la politique monétaire de la Banque du Canada est publié deux fois l’an. Pour recevoir des exem- 
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The international developments of the past year 
have affected our economy more than previ- 
ously anticipated. And there is no doubt that 
those Canadian industries and regions that 
depend on the production of primary commodi- 
ties are facing considerable difficulties. [How- 
ever,| it is important to remember that, overall, 
our economy is still in good shape. This is, first 
and foremost, because some basic aspects of our 
economic situation have improved markedly in 
the last few years. We now have a low rate of 
inflation, a fiscal surplus, and a declining 
(though still high) public debt-to-GDP ratio. As 
well, Canadian businesses have undertaken 
major restructuring and investment initiatives to 
increase their productivity. Because of these fun- 
damental strengths, we are now better posi- 
tioned to weather sudden shocks. 


— Gordon Thiessen 


Speech to the St. John’s Board of Trade 
St. John’s, Newfoundland 
23 September 1998 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively and 
thereby contributes to better growth over time. 


Inflation-control targets ensure that monetary policy works to moderate 
cyclical fluctuations in income and employment. These targets help the 
Bank to make more accurate judgments about the growth potential of the 
economy. 


The monetary policy instrument 


The Bank of Canada uses its influence on short-term interest rates to 
achieve a rate of monetary expansion consistent with the inflation-control 
target range. The transmission mechanism is complex and involves long 
and variable lags—the impact on inflation from changes in monetary con- 
ditions is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing inflation to the midpoint of a 
range of 1 to 3 per cent by the end of 1995. In December 1993, this target 
range was extended to the end of 1998. In February 1998, it was extended 
again to the end of 2001. 


By the end of 2001, the government and the Bank plan to determine the 
long-run target for monetary policy consistent with price stability. 


Monitoring inflation 


In the short run, there is a good deal of movement in the CPI caused by 
transitory fluctuations in the prices of food and energy, as well as by 
changes in indirect taxes. For this reason, the Bank focuses on the CPI 
excluding food, energy, and the effect of indirect taxes. This measure is 
referred to as the core CPI. 


Over longer periods, the measures of inflation based on the total CPI and 
the core CPI tend to follow similar paths. In the event of persistent differ- 
ences between the trends of the two measures, the Bank would adjust its 
desired path for core CPI inflation so that total CPI inflation would come 
within the target range. 


1. INTRODUCTION 


During the past six months, global economic uncertainties 
have intensified, largely as a result of developments in emerging- 
market economies. The task for the Bank of Canada, as for mone- 
tary authorities in other industrial countries, has been twofold: to 
assess the implications of those developments for domestic eco- 
nomic activity and inflation, and thus for the stance of policy; and 
to address the volatility and nervousness in financial markets. 

In our May Monetary Policy Report, we noted that a high 
degree of uncertainty existed because of the international environ- 
ment. On the one hand, the adverse developments in Asia, partic- 
ularly in Japan, were increasingly weighing on the Canadian 
economy. On the other hand, a buoyant U.S. economy was pro- 
viding strong support for Canadian exports. In these circum- 
stances, it was anticipated that the volatility in interest rates and 
exchange rates could be exacerbated. This in turn would likely 
cause monetary conditions to fluctuate over a relatively wide 
range. 

In late summer, the turbulence in global markets intensified as 
a result of developments in Russia, particularly the decision by 
the Russian authorities to unilaterally declare a debt moratorium. 
This unanticipated action reverberated through financial markets 
around the globe. Many emerging-market economies were hit by 
large capital outflows and a sharp widening of interest rate 
spreads as nervous investors sought a safe haven, primarily in 
U.S. and European government bond markets. Similarly, there 
was a widening of spreads between private sector bonds and gov- 
ernment bonds and a reduction in liquidity in markets for more 
risky instruments. 

The past six months have thus been a period of coping with a 
high degree of uncertainty and volatility in global financial mar- 
kets and of assessing the economic consequences of international 
developments for Canada. This Report reviews the actions taken 
by the Bank of Canada. It also gives our current assessment of the 
domestic and international factors at play, focusing on their impli- 
cations for the economy and for future inflation relative to the 
Bank’s inflation-control target range. 

Given current international uncertainties, we must stress the 
highly conditional nature of the outlook. However, it is also 
important not to lose sight of the positive elements supporting 
continued expansion of the Canadian economy—a declining pub- 
lic sector debt-to-GDP ratio, restructuring of the private sector, 
and low and stable inflation. 


This report includes information received to 21 October 1998. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Over the past six months, core inflation (CPI excluding food, 
energy, and the effect of changes in indirect taxes) has remained 
near the bottom of the Bank’s inflation-control target range. 


Inflation and the target range 


The 12-month rate of increase in the core CPI was 1.2 per cent 
in September, unchanged from March and slightly lower than our 
expectations (Chart 1). Two other statistical measures of the 
trend rate of inflation (CPIX and CPIW)! have remained rela- 
tively stable at about the same level as core inflation (Chart 2). 


Chart 1 
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The fall in the external value of the Canadian dollar over the 
past year has pushed up prices in certain sectors. Although the 
depreciation of the Canadian dollar has contributed to a marked 
rise in the import prices of many non-energy consumer goods and 
services, only part of this effect has passed through to consumer 
prices, given the typical lags in this process. The depreciation has 
also contributed to increased demand for domestically produced 
goods and services and, hence, to price increases for such items as 


1. CPIX excludes the eight most volatile components from the CPI as well as 
the effect of indirect taxes on the remaining components. CPIW uses an addi- 
tional adjustment to each CPI basket weight that is inversely proportional to 
the component’s variability. For more details, see Technical Box 1 in the 
November 1997 Report. 
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hotel accommodation.” Overall, we estimate that the price-level 
effects of the depreciation account for 0.4 percentage points of 
September’s core inflation rate. Another factor that may be 
putting upward pressure on core inflation is an expectation that, 
over the longer term, inflation will be higher than the current low 
levels. 


Chart 2 
The Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


Core CPI 


1998 


Other developments have acted to offset some of these influ- 
ences on core inflation. Most importantly, excess supply in the 
economy and pressures from Asian suppliers have continued to 
restrain price increases. Competition in the retail sector has 
remained particularly intense, although the considerable number 
of store closures in the first half of 1998 has reduced excess retail 
capacity. In the long-distance telephone market, deregulation has 
increased competition and reduced rates. In addition, computer 
prices have been falling at an accelerated rate owing to technolog- 
ical change, lower component costs due to currency depreciations 
in Asia, and excess world capacity in the microchip industry. 

For the total CPI, the 12-month rate of increase was 
0.7 per cent in September, compared with 0.9 per cent last March. 
Further reductions in crude oil prices caused retail energy prices 
to decline, which in turn held back the overall rise in total CPI 
inflation. 

Economy-wide, the price level has remained virtually 
unchanged. Year-over-year inflation based on the chain price 
index for GDP—which is characterized by weights that adjust to 


2. For a detailed discussion of the effect of exchange rate changes on con- 
sumer prices, see Lafléche (1996-1997). 
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Price increases for shifts in the composition of spending—was barely positive in the 

consumer and investment second quarter of 1998 (Chart 3). Moderate price increases for 

goods were offset by both consumer products and business fixed investment goods 

lower commodity prices. were offset by continuing reductions in the prices of commodity 
exports. 


Chart 3 
Chain Price Index for GDP and Core CPI 
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The declines in world commodity prices (Chart 4) reflected 
both demand and supply factors. Worldwide demand for com- 
modities has fallen, primarily as a result of developments in Asia. 
Unusually large grain harvests and increased exports of metals, 
crude oil, and pulp from resource-rich countries were largely 
responsible for increased commodity supplies. There were also 
concerns that certain resource-rich countries that were having 
financial difficulties, such as Russia, might export more in the 
future. 
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Chart 4 
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At the manufacturing level, the aggregate industrial product 
price index has changed little on a year-over-year basis (Chart 5). 
Prices of many finished exports with contracts in U.S. dollars, 
such as motor vehicles, increased appreciably following the 
depreciation of the Canadian dollar against the U.S. dollar. How- 
ever, this has been largely offset by lower prices for most manu- 
factured intermediate goods, which reflect weak commodity 
prices. 


Chart 5 
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Factors at work on inflation 


Aggregate demand and supply 


Following robust growth during 1997, Canada’s economic 
expansion slowed in the first half of 1998, as the effects of devel- 
opments in Asia began to show through, particularly in the 
resource sector. In the first half of this year, real GDP rose at an 
annual rate of about 21/2 per cent.> Information to date suggests 
that economic growth slowed somewhat further in the third quar- 
ter. The recovery from strikes in the fourth quarter of 1997 
boosted activity in early 1998, while labour disruptions in the 
automotive, pulp and paper, housing, airline, and education sec- 
tors cut activity between June and September. However, when the 
first three quarters of 1998 are taken as a whole, these factors had 
little effect on growth. 

Export volumes grew briskly in the first half of 1998 but eased 
from the vigorous pace of 1997. U.S. demand for machinery and 
equipment and intermediate goods continued to increase. How- 
ever, exports of commodities (especially forest products) to Japan 
and other East Asian countries declined considerably (Technical 
Box 1). Exports of automotive products also fell sharply in June 
and July, mainly because of temporary shutdowns at General 
Motors, following labour disruptions at two U.S. parts plants. By 
early August, production had returned to normal. 

Household expenditures increased strongly in the first half of 
1998, though at a slightly lower rate than in 1997. Spending on 
items other than durable goods and housing continued to expand 
at a fairly robust pace, moving the savings rate to a record post- 
war low. In the first quarter of 1998, further substantial employ- 
ment gains (especially in paid, full-time jobs) helped keep con- 
sumer confidence relatively high. Subsequently, employment 
growth eased, and there were renewed concerns over job pros- 
pects towards mid-year (Charts 6 and 7). New residential con- 
struction in the second quarter was also slowed by a series of 
strikes in the Toronto area. With those strikes largely settled by 
early August, housing starts recovered towards pre-strike levels. 


3. This Report does not incorporate historical revisions to the National 
Accounts published by Statistics Canada on 30 October. As a result of these 
revisions, which extend back to 1993, real GDP growth in the first half of 1998 
was revised down. However, upward revisions to earlier years raised the 
level of GDP in the second quarter of 1998 above the previous estimate. 
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Technical Box 1 


Recent Changes in Export Volumes 


In 1998, Canadian export volumes (adjusted for the effects of the General 
Motors strike) have grown broadly in line with expectations. Exports have contin- 
ued to rise considerably since the first half of 1997, chiefly because of the remarkable 
strength of U.S. domestic demand. However, overall export growth has been held 
back by the sharp fall in exports to East Asia,* owing to the significant weakening 
of economic activity in that region and the substantial appreciation of the Canadian 
dollar against Asian currencies. 

Large gains in the sales of finished goods to the United States (such as machinery 
and equipment, automotive products, and other consumer goods) have driven the 
expansion in total exports since early 1997. Furthermore, exports of finished 
products have been affected only slightly by the worsening East Asian economic sit- 
uation. These countries import relatively few finished goods from Canada. In addi- 
tion, many Canadian exporters have existing medium-term contracts with U.S. 
importers. 

Total exports of those commodities most heavily traded with East Asia (farm and 
fish products, lumber, pulp and paper, coal, metallic ores, aluminum, and organic 
chemicals)** have declined since the second quarter of 1997; Canadian producers 
appear to have reduced production and exports from high-cost facilities in response 
to the markedly lower selling prices for these commodities. The fall in exports to 
East Asia was partly counterbalanced by the strength of U.S. demand for intermedi- 
ate goods. This strength, plus new Canadian capacity coming on stream, has also 
supported a significant rise in exports of other commodities since the second quarter 
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Note: Estimates for the third quarter of 1998 are based on July-August data. 


* For this discussion, East Asia comprises Japan, China, South Korea, Taiwan, Hong 
Kong, Singapore, Thailand, Indonesia, Malaysia, and the Philippines. 
** About 20 per cent of Canada’s exports of these commodities go to East Asia, repre- 


senting more than two-thirds of our exports to this area. Shipments of these particular 
commodities also account for over 20 per cent of Canada’s total exports worldwide. 
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Chart 6 
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* Source: Conference Board of Canada 
** Expenditures in constant dollars on consumer durables plus housing 


Business spending on capital goods grew less than last year, 
but was still substantial in the first half of 1998. Expenditures on 
structures rose at a faster rate than in 1997, while those on 
machinery and equipment slowed. 

Inventory investment eased considerably, mainly in the 
wholesale and retail trade sectors. Department stores scaled 
back inventory levels to correct imbalances and as part of store 
closures. 


ae 


The slowdown in the demand for import-intensive items, such 
as machinery and equipment and motor vehicles, contributed to a 
pronounced reduction in the growth of import volumes. 

The current account deficit narrowed marginally to just 
under 2 per cent of GDP at mid-year (Chart 8). An improvement 
in the real trade balance was largely offset by a further deterioration 
in the terms of trade arising from the continuing decline in 
commodity prices. 


Chart 8 
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Overall, aggregate demand grew at about the same rate as the 
economy’s capacity to produce in the first half of 1998. As a 
result, Bank staff estimate that the output gap—the amount of 
excess supply in the economy as a percentage of capacity out- 
put—was essentially unchanged from the end of 1997 (Chart 9).4 
Such estimates, it should be stressed, are highly imprecise and 
need to be viewed as points within a wide band of confidence 
in a statistical sense. Staff estimate that there is a 50 per cent 
probability that the output gap in the second quarter of 1998 was 
between !/2 and 21/2 per cent. 


4. The estimate of the output gap at the end of 1997 has been increased 
slightly to around 1!/) per cent because of revisions by Statistics Canada to 
its estimates of real GDP for 1997, released with the first quarter 1998 
National Accounts estimates. 
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Chart 9 


Gross Domestic Product in Constant Dollars 
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* The shading around the values of the estimated output gap shows (from darkest to lightest) the 
25 per cent, 50 per cent, 75 per cent, and 95 per cent confidence intervals. 


Cost control 


Wages, the largest component of the total costs of producing 
goods and services, once again rose at a moderate pace. Annual 
wage settlements in the unionized private sector averaged 1.5 per 
cent in the first half of 1998, compared with 1.7 per cent in the 
second half of 1997 (Chart 10). Wage settlements in the public sec- 
tor were a little higher, averaging 1.8 per cent in the first half of 
1998. Based on these and other measures, the underlying wage 
increase in the total economy is estimated to have been close to 
2 per cent. This is confirmed by wage data from Statistics 
Canada’s Labour Force Information. For example, the year-over-year 
increase in the average hourly wage, excluding overtime, for per- 
manent workers was 2.0 per cent in the third quarter of 1998. 

Productivity growth moderated in the first half of 1998, 
mainly because of the slowdown in output growth. Even so, the 
year-over-year rise in unit labour costs remained very low 
because of moderate growth in labour income per person-hour 
(Chart 11). The growth of labour income per person-hour was 
unusually high in early 1997 because of the timing of irregular 
bonus payments. 
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Chart 10 
Wage Settlements 
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Chart 11 
Unit Labour Costs and Labour Productivity 
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3. ACHIEVING THE INFLATION-CONTROL 


‘TARGETS 
Global economic Over the past six months, the conduct of monetary policy has 
uncertainties have been influenced by: the implications for the Canadian economy of 
led to turbulence in the slowdown in world economic activity and the associated 
financial markets. decline in commodity prices; intensified turbulence and uncer- 


tainty in global financial markets; the decline of the Canadian dol- 
lar in the context of these developments; and the effect of these 
factors on the outlook for inflation in Canada. 

The crisis that began in Southeast Asia in 1997 spread to 
South Korea and worsened the problems already afflicting Japan, 
the world’s second-largest economy. This summer, renewed politi- 
cal and economic turmoil in Russia further jolted confidence. Sub- 
sequently, some Latin American economies came under financial 
pressure. While there was an element of contagion in this chain of 
events, it is also the case that serious weaknesses in the emerging- 
market economies, particularly in their banking systems, played 
an important role. In several of these countries, as well as in 
Japan, it is not yet clear how quickly the necessary far-reaching 
reforms will be implemented. 

The acute uncertainties have resulted in volatile prices for all 
types of financial assets around the world. A flight to quality has 
favoured government bond markets in the G-10 countries, while 
raising the premiums for credit risk in other markets. Thus, inter- 
est rates in emerging markets have risen dramatically, and yield 
spreads between corporate and government bonds in the United 
States and Canada have widened appreciably (Chart 12). 


Chart 12 
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Note: The Canadian differential is not strictly comparable to the U.S. differential because the quality 
of corporate bonds included in the calculation for the United States is not strictly comparable to 
the quality of those included in the calculation for Canada. 


16 


GIN Sealey AP SOTL eC Ne ReESPO(O RT 


These developments have also directly affected the Canadian 
dollar. Because Canada’s trade depends more on resources than 
that of our major trading partners, there was downward pressure 
on the Canadian dollar as commodity prices continued to fall. 
From May through the first weeks of August, the dollar declined 
fairly steadily, for a cumulative depreciation of about 4 per cent 
on the G-10 index and of more than 5 per cent against the U.S. 
dollar (Chart 13). In the second half of August, the pace of decline 
picked up, and it became increasingly difficult for the market to 
see where the currency might eventually settle. Extrapolative 
expectations began to take hold, especially as the value of the 
Canadian dollar in terms of the U.S. dollar broke new lows day 
after day. 


Chart 13 
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The increased risk premiums that emerged in Canadian inter- 
est rates became increasingly worrisome. Long-term interest rates 
were rising at a time when comparable rates in the United States 
were falling (Chart 14). Consequently, the long-term yield differ- 
ential against the United States, which had been negative for a 
year, turned positive, and approached 50 basis points towards the 
end of August. Also, short-term interest rates rose (the 90-day 
commercial paper rate nearing 5'/4 per cent), even though the 
Bank of Canada was holding the band for the overnight interest 
rate at 4.5 to 5.0 per cent (Chart 15). 

The intensification of the decline in the Canadian dollar and 
the rise in Canadian medium- and long-term interest rates sig- 
nalled an undermining of the confidence of holders of Canadian 
dollar financial instruments. The Bank initially intervened heavily 
in the foreign exchange market, and then on 27 August raised the 
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As the Canadian dollar 


came under sharp 
downward pressure ... 


.. extrapolative 
expectations began 
to takehold ... 


. and higher risk 
premiums in Canadian 


interest rates emerged. 


The Bank raised the 
overnight rate by 100 
basis points to counter 
a loss of confidence in 


financial markets. 
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Bank Rate by 1 percentage point to counter the negative pressures 
in financial markets. 


Chart 14 


Yields on Long-Term Federal Government Bonds 
Daily 


Canada 


United States 


Chart 15 


Rates on 90-Day Commercial Paper, 
3-Month Treasury Bills, and the Bank Rate 
Daily 
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* As of February 1996, the Bank Rate has been the upper limit of the operating band for the 
overnight rate. 


International financial markets remained nervous, and consid- 
erable volatility continued in global and Canadian financial mar- 
kets. However, the Canadian dollar rallied after the Bank Rate 
increase, and the medium- and long-term yield spread vis-a-vis 
the United States narrowed (Chart 16). Indeed, as U.S. treasury 
yields continued to decline, Canadian medium- and long-term 
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rates fell to new lows. In turn, this allowed mortgage lenders to 
reduce their rates. The improvement in Canadian financial mar- 
kets stemmed largely from the improved confidence engendered 
by the Bank Rate increase and growing expectations of lower U.S. 
rates. When the Federal Reserve lowered its target federal funds 
rate by !/4 of a percentage point on 29 September, the Bank of 
Canada followed suit, reducing the Bank Rate to 53/4 per cent. 
The Federal Reserve again reduced the federal funds rate by 
/4 of a percentage point on 15 October. The next day the Bank 
lowered the Bank Rate by a similar amount, to 51/2 per cent. 


Chart 16 
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In summary, heightened uncertainties and a slowing economy 
over the past six months have affected the conduct of monetary 
policy in two important respects. First, the Bank has had to place 
particular emphasis on calming financial markets, so that partici- 
pants could focus on economic fundamentals, thus helping to 
restore confidence. Second, as anticipated in the May Report, mon- 
etary conditions have fluctuated widely but, with the sizable 
decline in the dollar over the period, have, on balance, eased con- 
siderably (Chart 17). 
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Chart 17 


Monetary Conditions Index 
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4. [HE OUTLOOK FOR INFLATION 


When analyzing the outlook for inflation over the next two 
years, the Bank pays particular attention to the main factors that 
influence aggregate excess supply or demand, both current and 
projected. It also examines measures of inflation expectations and 
the pace of monetary expansion. When undertaking its analysis of 
economic prospects, the Bank is well aware of the uncertainty 
inevitably associated with its projections. It therefore also consid- 
ers projections by other organizations, as well as alternative sce- 
narios that assess the implications of important risks to the 
assumptions underlying the outlook. 


Aggregate demand and supply 


The situation in various Asian economies and recent develop- 
ments in other emerging-market economies (such as Russia and 
some Latin American countries) have resulted in a downward 
revision to estimates of global economic growth this year and 
next. However, growth is expected to be reasonably well sus- 
tained in North America, continental Europe, and the United 
Kingdom, given the underlying momentum in domestic demand 
in these economies. Among the G-7 countries, Japan is the main 
exception, reflecting weakness in both macroeconomic conditions 
and in the banking sector. Indeed, most of the downward revision 
to economic growth among industrial countries in the latest 
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World Economic Outlook (WEO) of the International Monetary 
Fund is the result of a much weaker outlook for Japan.” 

In the United States, the pace of economic expansion once 
again exceeded the growth in potential output during the first 
half of 1998. However, the rate of increase in real GDP is expected 
to ease as a result of the international economic slowdown and 
the fallout from financial market nervousness. 

U.S. core inflation (which excludes food and energy prices) 
has remained between 2 and 2.5 per cent. It is expected to change 
little over the next year, since the past appreciation of the U.S. 
dollar and declines in commodity prices should offset any 
upward pressures arising from excess demand in labour markets. 

In response to the economic consequences of international 
developments, unsettled conditions in financial markets generally, 
as well as a concern about credit availability resulting from cau- 
tious behaviour by lenders, the Federal Reserve lowered short- 
term interest rates in late September and again in mid-October. In 
the context of contained inflation, these actions are designed to 
sustain economic growth in the United States. Financial markets 
have built in expectations of further interest rate cuts. 

Although the pace of recovery in the major European coun- 
tries, particularly Germany, appears to have moderated around 
mid-year, economic growth is expected to be well sustained 
through the end of 1999. In the United Kingdom, where capacity 
constraints have been a concern, the economic expansion has 
begun to slow. In response to domestic developments and unset- 
tled international financial markets, the Bank of England lowered 
its official rate by 25 basis points to 71/4 per cent on 8 October. 

The Japanese economy contracted substantially during the 
first half of 1998. Further contraction is anticipated in the second 
half of the year, given worsening labour market conditions, falling 
domestic and foreign demand, and increasingly difficult financing 
conditions for firms. On the assumptions that monetary condi- 
tions will remain accommodative, that progress will be made on 
banking sector reform, and that additional fiscal policy stimulus 
will be undertaken, a modest recovery is expected in Japan 
in 1999; 


5. The following table compares economic growth rates of the latest WEO 
with those (in parentheses) from last spring’s WEO. 


1998 1999 
World output 2.0 (3.1) 7s te ee 
Industrial countries 2.3 (2.4) 2.0 (2.4) 
Japan -2.5 (0.0) 0.5 (1.3) 
Industrial countries excluding Japan 3.1 (2.8) 2420) 


21 


The U.S. expansion ts 
expected to continue, 
although at a slower 


pace . 


. while the solid rate 
of expansion in Europe 
should persist. 


Economic recovery in 
Japan, however, will 


be slow. 


Improved competitive- 


ness will support further 


growth of exports ... 


... and will encourage 
Canadians to switch 
from foreign to domestic 


products. 


Growth of business 
investment and house- 
hold expenditures 1s 


expected to slow. 


BaAeN K IOME «aC An Nines 


Excess commodity supplies worldwide should gradually 
diminish. Thus, world commodity prices are expected to begin a 
gradual recovery next year. 

Turning to Canada, we note that developments in Japan and 
in many of the emerging economies, together with the anticipated 
slowdown in the growth of the U.S. economy, will tend to restrain 
the growth of Canadian exports over the next year. As well, Cana- 
dian shipments of commodities from high-cost sites may be fur- 
ther cut back until commodity prices recover significantly. 
Overall, however, total export volumes should continue to expand 
because of improved Canadian competitiveness, arising from the 
recent currency depreciation and from Canada’s good price and 
cost performance relative to its trading partners (Technical Box 2). 
Exports of automotive products have already recovered, following 
the end of labour disruptions that had adversely affected opera- 
tions at General Motors’ Canadian facilities. 

Canada’s improved competitiveness is also expected to lead to 
more switching by Canadian business and consumers from for- 
eign to domestic products, resulting in a further decrease in the 
growth of imports. 

The growth of business investment is expected to slow 
through to the end of 1999, with the extent of the slowdown a 
function of the state of business confidence. A reduction in cash 
flow arising from the downturn in commodity prices will likely 
cause resource-based firms to spend less. Capital spending on 
electrical utilities in eastern Canada is also likely to fall back after 
being raised temporarily this year by the rebuilding of electrical 
transmission and distribution networks following last winter’s ice 
storm. Inventory investment may also be reduced further in 1999 
as some firms correct stock imbalances. 

The effects of international developments are also evident in 
the labour market and in the recent measures of consumer confi- 
dence. While total employment has continued to expand, job 
gains have been concentrated in the service sector and in part- 
time employment, with jobs in the primary sector and in related 
manufacturing processing down sharply. These developments in 
the labour market, together with the recent financial market tur- 
moil, have led to a decline in consumer confidence. If confidence 
does not recover quickly, an expected slowdown in household 
demand would likely persist through the balance of this year and 
well into 1999. 
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Technical Box 2 


Measuring International Competitiveness 


Competitiveness has many dimensions. One is the evolution of a country’s 
prices or costs relative to a weighted average of those of its main competitors, 
expressed in the same currency. This is usually referred to as the real exchange rate. 
International organizations such as the International Monetary Fund (IMF), the 
Organisation for Economic Co-operation and Development (OECD), and the Bank 
for International Settlements (BIS) regularly publish real exchange rate indexes for 


compared across countries, in the number of countries that are considered as poten- 


tial competitors, and in the weights used. 


Over time, there may be appreciable differences in the evolution of the various 
indexes. Our research shows that, for Canada, observed differences are caused more 
by the different evolution of the price series used than by the set of competitor 
countries or the weights applied. Chart 1 compares the evolution of Canada’s con- 
sumer prices (CPI), adjusted for exchange rate movements, to those of the United 
States, the G-10 countries, and 42 industrial and emerging-market countries. It 
shows that broadening the set of countries does not significantly affect the 


Canada and other countries. These indexes differ in terms of the price series that are 


measurement of the real exchange rate. 


Chart 2 compares measures based on three different price series. The J.P. Mor- 
gan index compares the evolution of Canada’s producer prices (PPI) with those of 
44 industrial and emerging-market countries. The IMF series compares Canada’s 
unit labour costs (ULC) in the manufacturing sector with those of 16 industrial 
countries. The BIS series reflects the evolution of Canada’s CPI relative to prices in 
25 mainly industrial countries. Of the three price measures, the CPI is probably the 
most familiar. However, it includes a large number of non-traded goods and 
imports. Producer prices cover a narrower range of goods, most of which are trad- 
able. But the homogeneous nature of these goods makes it unlikely that large price 
differences would be observed between countries. Unit labour costs in manufactur- 


tion, although they are subject to problems of measuring productivity. Their 
strength is that they compare an important component of costs in a sector that 
is highly exposed to international trade. Nevertheless, their omission of other 
costs and of the competitive position of other sectors means that they are not 


comprehensive. 


Chart 1 
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ing are considered by some to give a better picture of a country’s competitive posi- 
Chart 2 
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The latest consensus among private sector forecasters for the 
growth of real GDP (on an annual average basis) is 2.9 per cent 
this year and 2.2 per cent in 1999.° In June, the consensus forecast 
was 3.4 per cent and 2.8 per cent for 1998 and 1999, respectively. 
As already noted, it is important to stress the conditional nature 
of economic projections at this time because of the degree of inter- 
national uncertainty. On the assumption that domestic demand in 
the United States and in Europe remains on an expansionary track 
(as is generally anticipated), the Bank would expect GDP growth 
to be within a range around the consensus rate of just under 3 per 
cent this year. For 1999, there are two key uncertainties—volatility 
in global financial markets and the policy thrust in Japan. With 
progress expected to be made on both these fronts, the Bank sees 
growth in Canada next year in the range of 21/4 to 3'/4 per cent. 
The latest IMF and OECD projections for economic growth in 
Canada next year are just above the lower end of this range. Pro- 
jections at the upper end of the range depend primarily on a 
stronger response of net exports (i.e., higher exports and lower 
imports) to current levels of competitiveness than incorporated in 
most private sector forecasts. 


Temporary factors affecting inflation 


The depreciation of the Canadian dollar against the U.S. dollar 
should continue to put upward pressure on the prices of many 
imported goods and services over the next year or so. Price dis- 
counting might decrease over the next year and a half, as restruc- 
turing results in less excess capacity in the retail sector. At the 
same time, currency depreciations and weak economic conditions 
in several Asian countries may lead to greater price cutting on 
items such as clothing and durable goods, as retailers take advan- 
tage of cheaper foreign sources of supply. On balance, these tran- 
sitory factors should put slight upward pressure on core inflation 
through 1999. 

For the total CPI, exchange rate effects on food prices are 
expected to put upward pressure on the year-over-year rate of 
increase through the fall and winter of 1998-99. 


Cost control 


Wage increases are likely to be moderate over the remainder 
of 1998 and through 1999, owing to both low price inflation and 
continued excess supply in the labour market. To the extent that 


6. Department of Finance (1998). 


24 


ior Nee oor One n ey ARmENP TOR] 


productivity gains continue to be comparatively modest, the rate 
of increase in unit labour costs may rise slightly but should 
remain low. 


Measures of inflation expectations 


Expectations of inflation are influenced both by recent devel- 
opments in inflation and by the credibility of the Bank’s inflation- 
control strategy. In the regular survey reported in the Conference 
Board’s September Index of Business Confidence, 82 per cent of 
respondents (compared with 86 per cent in the March 1998 sur- 
vey) expected inflation to be 2 per cent or less over the near term 
(Chart 18). The average private sector forecast for CPI inflation is 
1.2 per cent this year and 1.6 per cent in 1999. Longer-term infla- 
tion forecasts, as reported by Consensus Economics Inc., also con- 
tinue to be slightly below the midpoint of the inflation-control 
target range (Chart 19). 
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Source: Conference Board of Canada, /ndex of Business Confidence 


The differential between the yield on conventional bonds and 
Real Return Bonds has declined further (Chart 19). While this dif- 
ferential is affected by market liquidity and portfolio preferences, 
its steady decline to less than 1!/2 per cent is evidence that inves- 
tors are increasingly confident that inflation will remain low over 
the long run. 
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Chart 19 
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Monetary indicators 


M1 growth has moderated. This is attributable in part to the 
rise in short-term interest rates since mid-1997. However, evolv- 
ing structural factors have continued to influence M1 develop- 
ments over time. The distinction between transactions balances 
included in M1 and other deposits has become less marked since 
the phasing-out of reserve requirements. This has permitted a 
shift back to current accounts, which now pay market-related 
rates of interest on tiered balances. At the same time, other inno- 
vations such as debit cards, ATMs, and telephone or personal- 
computer banking allow non-M1 accounts to be accessed more 
easily for transactions purposes, which may be reducing M1 
balances. 

Real M1 (adjusted for inflation) has been a good leading indi- 
cator for output (Chart 20), and recent research suggests that M1 
might also help predict longer-term developments in price levels. 
Its recent growth suggests that output should continue to grow at 
a rate near potential and that inflation will remain inside the tar- 
get range, although the innovations affecting M1, discussed in the 
preceding paragraph, make these projections more uncertain than 
before. Over the longer run, M1 is expected to slow considerably 
from its recent growth rates, unless there are further significant 
structural developments that would make M1 balances more 
attractive. 
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Broad money has been an indicator of short-term movements 
in output and the core CPI (Chart 21). Given the enormous shift 
from deposits to mutual funds in the 1990s, it is probably most 
informative for this purpose to look at the very broad aggregate 
M2++, which includes all mutual funds sold in Canada. (The 
adjusted M2+ aggregate includes only those funds sponsored by 
the deposit-taking institutions.) M2++ has been growing fairly 
steadily at a rate of about 8 per cent, which appears consistent 
with continued low inflation. 


Chart 20 
Real GDP Growth and Growth of Real Gross M1 
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* Two-quarter moving average of growth in gross M1 (deflated by the consumer price index), 
one quarter earlier 


Chart 21 
Core Inflation and Broad Money Growth 
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* Adjusted M2+ adds CSBs and mutual funds at financial institutions to M2+. 
** M2++ adds CSBs and all mutual funds to M2+. 
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Core inflation is expected 


to rise a little more . 


. but remain in 
the lower half of the 
inflation-control target 


range. 


Inflation projection 


Three factors should contribute to some further modest 
increase in core inflation to the end of 1999. First, longer-term 
inflation expectations are somewhat above actual inflation. Sec- 
ond, some of the downward pressure on prices arising from 
intense competition in the retail sector should ease over the 
period. Finally, the recent depreciation of the Canadian dollar 
against the U.S. dollar will tend to raise prices. 

Several influences, however, will work to keep core inflation 
below the 2 per cent midpoint of the target range: slack in prod- 
uct and labour markets; low increases in unit labour costs; and 
reductions in the price of imports from Japan and various 
emerging-market economies in Asia. 

In summary, the Bank expects core inflation to rise to about 
1'/p per cent at the end of 1998 and then to be fairly steady in a 
range between 1 !/4 and 17/4 per cent over the course of 1999. 
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5, CONCLUSIONS 


Over the past six months, economic projections for Canada 
have been lowered significantly because of the adverse conse- 
quences of international developments. Moreover, the ongoing 
uncertainties associated with these developments have placed a 
wider-than-usual confidence band around all projections. 

Based on a view of sustained domestic demand in the United 
States and accommodative monetary conditions in Canada, the 
Bank expects that both external and domestic demand will con- 
tinue to contribute to an expanding Canadian economy over the 
next year. However, given the importance of financial stability for 
underpinning household and business confidence, the extent to 
which growth will take up slack over this period will depend 
on how quickly international and domestic financial markets 
stabilize. 

An important consideration for the Bank over the near term 
will therefore be to help preserve confidence among investors in 
Canadian financial markets. 

Over the medium term, the fundamental focus of monetary 
policy remains on keeping the trend of inflation inside the Bank’s 
target range of 1 to 3 per cent. As described in the Report, we 
expect inflation over the period to the end of 1999 to remain in 
the lower half of the target range. 


te 
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Summary 


uring the past six months, 
D global economic uncertainties 

intensified, resulting in 
increased volatility and nervousness 
in financial markets and a significant 
slowdown in the pace of activity 
worldwide. 

While some stability returned to 
parts of Southeast Asia and to South 
Korea, the situation in Japan (the 
world’s second-largest economy) de- 
teriorated. This summer, instability 
spread to other regions, with political 
and economic turmoil in Russia and 
financial pressure on some Latin 
American economies. 

Russia’s decision to declare a debt 
moratorium aggravated already nerv- 
ous markets. Many emerging markets 
were faced with large capital outflows 
and widening interest rate spreads as 
investors sought safe havens, primari- 
ly in U.S. and European government 
bonds. Spreads between private sector 
and government bonds increased, and 
market liquidity fell. 

The November Report reviews the 
actions taken by the Bank of Canada to 
address the volatility and nervousness 
in financial markets. It also gives our 
assessment of the domestic and inter- 
national factors currently at play and 
their implications for Canada’s econo- 
my and for future inflation. Given 
global uncertainties, the Report stresses 
the highly conditional nature of any 
assessment of the outlook at this time. 


The Report also notes that it is im- 
portant at this juncture not to lose sight 
of the positive elements supporting 
Canada’s economic expansion—a 
declining debt-to-GDP ratio, restruc- 
turing in the private sector, and contin- 
ued low and stable inflation. Indeed, 
these basic aspects of our economy 


Consumer Price Index 


Year-over-year percentage change 


CPI excluding 
food, energy, and 
the effect of 
indirect taxes 


Target range 
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® Midpoint of the inflation-control target range 


“Although Canadians have to 


deal with... difficulties coming from abroad, 
it is important to remember that, overall, our 
economy is still in good shape. This is, first 
and foremost, because some basic aspects of 
our economic situation have improved 
markedly in the last few years.” 


— Gordon Thiessen 


Speech to the St. John’s Board of Trade, 
St. John’s, Newfoundland 
23 September 1998 
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Rates on 90-Day Commercial Paper, 
3-Month Treasury Bills, and the Bank Rate 
Daily 


90-day 
commercial 
paper rate 


3-month 
treasury bill 
rate 
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* As of February 1996, the Bank Rate has been the upper limit of the operating 


band for the overnight rate. 


have allowed Canada to better with- 
stand the effects of the current global 
turbulence. 


Factors at work on inflation 


After robust growth in 1997, the 
pace of economic expansion in Canada 
slowed in the first half of 1998 as de- 
velopments in Asia began to be felt 
here, particularly in the resource sec- 
tor. In the first half of the year, real 
GDP rose at an annual rate of about 
21/2 percent. Information to date sug- 
gests that economic growth slowed 
somewhat further in the third quarter. 

With aggregate demand growing 
at about the same pace as potential out- 
put in the first half of 1998, the Bank 
estimates that the margin of slack in 
our economy has remained essentially 
unchanged since the end of 1997. 

Core inflation—the CPI excluding 
food, energy, and the effects of indirect 
taxes—has remained near the bottom 
of the Bank’s inflation-control target 
range of 1 to 3 per cent. At 1.2 per cent 
in September, core inflation was 
unchanged from last March, ona year- 
over-year basis. (The total CPI in Sep- 
tember rose 0.7 per cent year-over-year 
compared with 0.9 per cent in March.) 


Wages, the largest cost in produc- 
ing goods and services, again rose 
moderately in 1998. And, despite lower 
productivity growth, unit labour costs 
registered only a slight increase. 


Achieving the inflation- 
control targets 


Over the past six months, the con- 
duct of monetary policy has been in- 
fluenced by: the slowdown in world 
economic activity and the associated 
decline in commodity prices; turbulent 
global financial markets; the conse- 
quent decline of the Canadian dollar; 
and the effect of these factors on the 
outlook for the economy and for infla- 
tion in Canada. 

In August, as the dollar posted 
record lows day after day, expecta- 
tions of further declines began to take 
hold. The reactions of nervous inves- 
tors resulted in risk premiums being 
built into interest rates. Thus, Canadi- 
an medium- and long-term interest 
rates were rising at a time when 
comparable U.S. rates were falling. 

The accelerating decline in the Ca- 
nadian dollar and rising interest rates 
signalled an undermining of the 
confidence of holders of Canadian 
dollar financial instruments. In an 
attempt to shore up confidence, the 
Bank acted, first by buying Canadian 
currency in foreign exchange markets 
and then by raising the Bank Rate by 
1 percentage point on 27 August. 

While international markets re- 
mained jittery, the Canadian dollar did 
rally after the Bank Rate increase, and 
the spread between Canadian and U.S. 
interest rates narrowed. In fact, as U.S. 
long-term rates declined, similar 
Canadian rates fell to new lows. This 
resulted in mortgage lenders reducing 
their rates. 
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Confidence in Canadian financial 
markets improved after the Bank Rate 
increase and as expectations of lower 
U.S. rates spread. When the Federal 
Reserve lowered its target federal 
funds rate by 1/4 of a percentage point 
on 29 September and by another 1/4 of 
a percentage point on 15 October, the 
Bank followed suit. Thus, the Bank 
Rate has been reduced from 6 per cent 
to5 1/2 per cent. 

Overall, monetary conditions have 
varied substantially over the past six 
months but, with the sizable decline in 
the dollar over the period, have eased 
considerably. 


The outlook for inflation 


The economic and financial up- 
heavals in the international arena have 
resulted in downward revisions to esti- 
mates for global economic growth in 
1998 and 1999. Nevertheless, growth in 
the major industrial countries is expect- 
ed to be reasonably well sustained 
through to the end of 1999. 

The main exception is Japan, 
where further contraction of the econ- 
omy is anticipated in the second half of 
the year. However, if Japan continues 
to make progress in restructuring its 
financial systems and applies some 
additional fiscal stimulus, 1999 should 
see a modest recovery. 

In the United States, the pace of 
economic expansion continued to ex- 
ceed the growth of potential output in 
the first half of 1998. This pace is ex- 
pected to ease, however, as a result of 
the international economic slowdown 
and the fallout from financial market 
nervousness. U.S. core inflation has 
remained steady and is expected to 
change little over the next year. The 
Federal Reserve actions to lower short- 
term interest rates in late September 
and again in mid-October were in 


response to international economic de- 
velopments, unsettled financial mar- 
kets, and concern about domestic 
credit availability. In the context of 
contained inflation, these actions are 
designed to sustain economic growth 
in the United States. 

Although the pace of recovery in 
the major European countries seems to 
have moderated around mid-year, 
economic growth is expected to 
remain solid until the end of 1999. 

In the United Kingdom, where 
capacity constraints have been a 
concern, the economic expansion has 
begun to slow. In response, the Bank of 
England lowered its official rate to 
71/4 per cent on 8 October. 

In Canada, total export volumes 
should continue to grow, owing to 
the improved competitiveness that 
resulted from the recent currency 
depreciation and our good price and 
cost performance relative to our major 
trading partners. Canada’s improved 
competitiveness is also expected to 
increase the demand by Canadians for 
domestic products while decreasing 
the growth of imports. At the same 
time, growth of business investment 
and consumer demand are expected 
to ease through to the end of next 
year, compared with the previous 
18 months. 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 


1996 1997 
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The conditional nature of any 
economic projections in this period of 
international uncertainty must be 
reiterated. 

On the assumption that European 
and U.S. domestic demand continue to 
expand, the Bank would expect eco- 
nomic growth in Canada this year to 
be in line with the latest consensus 
among private sector forecasters at just 
under 3 per cent. For 1999, two key un- 
certainties relate to the volatility in glo- 
bal financial markets and the policy 
thrust in Japan. With progress expect- 
ed to be made on both these fronts, the 
Bank sees growth in Canada in 1999 in 
the range of 21/4 to 31/4 per cent 
(compared with the consensus of 
21/4 percent). Projections at the upper 
end of this range depend primarily on 
stronger net exports in response to 
current levels of competitiveness than 
in most private sector forecasts. 

Core inflation is expected to rise 
slightly to the end of 1999 but still re- 
main below the 2 per cent midpoint of 
the target range. Factors contributing 
upward pressure are some easing of 
the intense competition in the retail 
sector and the recent depreciation of 
the Canadian dollar against the U.S. 
dollar. However, slack in product and 
labour markets, low increases in unit 
labour costs, and lower prices of im- 
ports from Japan and other Asian 
economies should moderate these 
upward pressures. Thus, core inflation 
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is expected to rise slightly through to 
the end of 1998 and then remain rela- 
tively steady over the course of 1999. 


Conclusions 


Economic projections for Canada 
have been revised downwards over 
the past six months in light of the 
adverse effects of international 
developments. 

Based on a view of sustained 
domestic demand in the United States 
and accommodative monetary condi- 
tions in Canada, the Bank expects 
Canada’s economy to continue its 
expansion over the next year. But 
financial stability is a crucial factor in 
household and business confidence. 
Thus, how quickly international and 
domestic financial markets stabilize 
will determine how fast slack in the 
economy is taken up over this period. 

An important consideration for 
the Bank over the near term will there- 
fore be to help preserve confidence 
among investors in Canadian financial 
markets. 

Over the medium term, the funda- 
mental focus of monetary policy 
remains on keeping the trend of infla- 
tion inside the Bank’s target range of 
1 to 3 per cent. As described in the 
Report, we expect inflation over the 
period to the end of 1999 to remain in 
the lower half of the target range. 
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u cours des six derniers mois, 
A l'incertitude planant sur l'économie 

mondiale s’est intensifiée, ce qui 
a accru l’instabilité et la nervosité des 
marchés financiers et entrainé un ralentis- 
sement sensible de l’activité économique 
a l’échelle internationale. 

Si certaines parties de l’Asie du Sud-Est 
et la Corée du Sud ont retrouvé un calme 
relatif, la situation s’est détériorée au Japon, 
deuxiéme puissance économique mondiale. 
Durant 1l’été, l’instabilité s’est propagée a 
d’autres régions : la Russie a été secouée 
par une crise politique et économique, et 
quelques pays d’ Amérique latine ont été 
en butte a des pressions sur les marchés 
financiers. 

La décision des autorités russes d’im- 
poser un moratoire sur le remboursement 
de la dette a aggravé la nervosité des mar- 
chés. Un grand nombre d’économies émer- 
gentes ont été confrontées a des fuites 
massives de capitaux et a l’accroissement 
marqué des écarts de taux d’intérét, les 
investisseurs, en quéte de placements stirs, 
se tournant principalement vers les titres 
d’Etat américains et européens. L’écart entre 
les rendements des obligations du secteur 
privé et ceux des obligations d’Etat s’est 
creusé, et la liquidité des marchés a diminué. 

La livraison de novembre du Rapport 
passe en revue les mesures prises par la 
Banque du Canada pour tempérer I’instabi- 
lité et la nervosité des marchés financiers. 
La Banque y expose également son évalua- 
tion des facteurs internes et externes a I’ceu- 
vre et des implications de ces facteurs pour 
l'économie canadienne et pour |’évolution 
future de V'inflation. Etant donné l’incerti- 
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tude qui réegne dans le monde, le Rapport 
souligne le caractére hautement hypothé- 
tique, a l'heure actuelle, de toute analyse 
des perspectives. 


Indice des prix a la consommation 
Taux de variation sur douze mois 


IPC global 


Fourchette cible 


° 


IPC hors alimentation, 
énergie et effet des 
imp6ts indirects 
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® Point médian de la fourchette cible de maitrise de |’inflation 


« Certes, les Canadiens sont aux prises 
avec des difficultés venues de l’étranger, 
mais ils ne doivent pas oublier que, dans 
l’ensemble, l’économie de leur pays est 
encore en bonne santé. Cela est attribuable, 
d’abord et avant tout, au fait que certains 
aspects fondamentaux de l’économie cana- 
dienne se sont améliorés considérablement 
ces derniéres années. » 


— Gordon Thiessen 


Allocution prononcée devant 
le St. John’s Board of Trade 
St. John’s (Terre-Neuve) 

le 23 septembre 1998 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE DE LA BANQUE DU CANADA 


Taux du papier commercial a 90 jours, taux des bons 
du Trésor a trois mois et taux officiel d’escompte 
Données quotidiennes 


Taux officiel Taux du papier 
d’escompte* commercial 
a 90 jours 


Taux des bons 
du Trésor a 
trois mois 


1998 
* Depuis février 1996, le taux officiel d’escompte correspond 4 la limite 
supérieure de la fourchette opérationnelle pour le taux du financement a un jour. 


La Banque fait également remarquer 
qu’il importe, a ce stade-ci, de ne pas perdre 
de vue les facteurs positifs qui favorisent 
l’expansion de l'économie canadienne, a 
savoir la diminution du ratio de la dette 
publique au PIB, la restructuration du 
secteur privé et le maintien d’un taux 
d’inflation bas et stable. De fait, ces aspects 
fondamentaux de notre économie ont per- 
mis au Canada de mieux résister aux turbu- 
lences qui ont agité l’économie mondiale. 


Les facteurs qui influent sur 
lV’inflation 


Apres avoir été soutenue tout au long 
de 1997, l’expansion de l'économie cana- 
dienne a décéléré au premier semestre de 
1998, les retombées de la crise asiatique 
ayant commencé a se faire sentir, en parti- 
culier dans le secteur des ressources. Au 
cours des six premiers mois de I’année, le 
PIB réel s’est accru de 21/2 % environ en 
chiffres annualisés. Les données dont on 
dispose a l’heure actuelle portent a croire 
que la croissance s’est encore légerement 
ralentie au troisiéme trimestre. 

La demande globale ayant crti sensi- 
blement au méme rythme que la produc- 
tion potentielle au premier semestre de 
1998, la Banque estime que la marge de 
capacités inutilisées ne s’est a peu prés 
pas modifiée depuis la fin de 1997. 

L’inflation mesurée par l’indice de ré- 
férence — |’IPC hors alimentation, énergie et 
effet des imp6ts indirects — est restée pres 
de la limite inférieure de la fourchette 


de 1 a 3% que vise la Banque. Le taux 
d’augmentation sur douze mois de l’indice 
de référence se situait a 1,2 % en septembre, 
soit le méme niveau qu’en mars. (Dans le 
cas de l’IPC global, ce taux était de 0,7 % en 
septembre, contre 0,9 % en mars.) 

Les salaires, qui constituent le plus 
important cout de production des biens et 
services, se sont de nouveau accrus a un 
rythme modéré en 1998. Et, malgré la pro- 
gression plus lente de la productivité, les 
cotits unitaires de main-d’ceuvre n’ont que 
légérement augmenté. 


La réalisation des cibles de 
maitrise de l’inflation 


Durant les six derniers mois, la conduite 
de la politique monétaire a été influencée 
par divers facteurs : le ralentissement éco- 
nomique observé a |’échelle internationale 
et le recul consécutif des cours des produits 
de base, l’agitation des marchés financiers 
de par le monde, la dépréciation du dollar 
canadien qui a résulté de la situation de 
méme que l’incidence de ces phénomenes 
sur les perspectives économiques du Canada 
et le profil futur de I’inflation au pays. 

En aott, le cours du dollar canadien 
s’est mis a toucher de nouveaux creux jour 
apres jour, et des attentes d’une poursuite 
de la baisse ont commencé a se répandre 
sur les marchés. La nervosité qui gagnait 
les investisseurs a donné lieu a l’incorpora- 
tion de primes de risque aux taux d’intérét 
canadiens. C’est ainsi que l’on a pu voir les 
taux a moyen et a long terme grimper 
au Canada au moment méme ou ils se 
repliaient aux Etats-Unis. 

La chute de plus en plus rapide de no- 
tre monnaie et la montée des taux d’intérét 
témoignaient d’une baisse de la confiance 
des détenteurs d’instruments financiers 
libellés en dollars canadiens. En vue de 
raffermir la confiance, la Banque est inter- 
venue, d’abord en achetant des dollars 
canadiens sur les marchés des changes, 
puis en relevant le taux officiel d’escompte 
d’un point de pourcentage le 27 aoat. 

Les places financiéres internationales 
sont demeurées nerveuses, mais le dollar 
canadien s’est ressaisi apres l’augmenta- 
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tion du taux d’escompte, et l’écart entre les 
taux d’intérét a moyen et a long terme cana- 
diens et américains s’est rétréci. De fait, 
comme les taux a long terme continuaient 
de fléchir aux Etats-Unis, les taux d’intérét 
comparables au Canada ont atteint de 
nouveaux planchers. Cela a entrainé une 
diminution des taux hypothécaires. 

Les marchés financiers canadiens ont 
repris confiance aprés la majoration du 
taux d’escompte et Aa mesure que se répan- 
daient les attentes d’un repli des taux 
d’intérét américains. Lorsque la Réserve 
fédérale a abaissé le taux cible des fonds 
fédéraux de !/4 de point de pourcentage le 
29 septembre et a nouveau le 15 octobre, la 
Banque du Canada lui a emboité le pas. Le 
taux officiel d’escompte a ainsi été ramené 
de6a5'/p %. 

Dans l’ensemble, les conditions moné- 
taires ont varié considérablement ces six 
derniers mois. Toutefois, sous l’effet de 
la dépréciation marquée que le dollar a 
enregistrée au cours de la période, elles se 
sont nettement assouplies. 


Les perspectives en matieére 
d’inflation 


Les perturbations économiques et fi- 
nanciéres qui se sont produites sur la scéne 
internationale ont donné lieu a des révi- 
sions a la baisse des estimations relatives a 
la croissance économique mondiale pour 
1998 et 1999. L’expansion devrait tout de 
méme étre assez soutenue dans les grands 
pays industriels jusqu’a la fin de l’année 
prochaine. 

Le Japon, ot un nouveau fléchisse- 
ment de l’activité économique est prévu au 
deuxieme semestre de 1998, constitue la 
principale exception. Toutefois, si ce pays 
réalise de nouveaux progrés dans la réforme 
de ses systemes financiers et met en ceuvre 
d’autres politiques de relance d’ordre budgé- 
taire, l'économie nippone devrait connaitre 
une reprise modeste en 1999. 

Aux Etats-Unis, le rythme de l’expan- 
sion économique a continué de dépasser 
celui de la progression de la production po- 
tentielle au premier semestre de 1998. Ce 
rythme devrait cependant ralentir compte 
tenu de la baisse de régime de l'économie 


mondiale et des retombées de la nervosité 
des marchés financiers. L’inflation hors 
alimentation et énergie dans ce pays est 
demeurée stable et ne devrait guére varier 
au cours de la prochaine année. Si la Réserve 
fédérale a abaissé les taux d’intérét a court 
terme a la fin septembre et de nouveau a la 
mi-octobre, c’est en raison de l’évolution de 
la situation internationale, de l’instabilité 
des marchés financiers et de la crainte d’un 
resserrement de l’offre interne de crédit. 
L’inflation étant contenue, ces réductions 
de taux visaient a soutenir la croissance de 
l’économie amé€ricaine. 

Méme si la reprise a semblé se modérer 
vers le milieu de l’année dans les princi- 
paux pays européens, la croissance écono- 
mique devrait rester vigoureuse dans ces 
pays d'ici la fin de 1999. 

Au Royaume-Uni, ot les contraintes 
de capacité ont été une source de préoccu- 
pation, l’expansion a commencé a décélérer. 
Dans ce contexte, la Banque d’ Angleterre a 
réduit son taux officiel d’escompte pour le 
ramener a 7 !/4 % le 8 octobre. 

Au Canada, l’essor de |’ensemble des 
exportations en volume devrait se poursui- 
vre grace a l’accroissement de la compeétiti- 
vité engendré par la récente dépréciation 
de notre monnaie et la bonne tenue que 
notre pays affiche sur le plan des prix et 
des cofits par rapport a ses partenaires 
commerciaux. La compétitivité accrue du 
Canada devrait aussi amener un renforce- 
ment de la demande par les Canadiens de 
produits fabriqués au pays ainsi qu’un repli 
de la croissance des importations. Paralléle- 
ment, on prévoit que, d’ici la fin de 1999, la 
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progression des investissements et la 
demande de biens de consommation se 
ralentiront par rapport aux 18 mois précédents. 

I] importe que nous insistions de nou- 
veau sur le caractére hypothétique de toute 
prévision économique établie dans le 
climat actuel d’incertitude sur la scéne 
internationale. 

Cela dit, la Banque estime que, si la de- 
mande intérieure continue de progresser en 
Europe et aux Etats-Unis, la croissance au 
Canada avoisinera cette année le taux 
attendu par la plupart des prévisionnistes, 
soit un peu moins de 3 %. Pour 1999, la vo- 
latilité des marchés financiers mondiaux et 
l’orientation des politiques mises en ceuvre 
au Japon constituent deux sujets d’incerti- 
tude notables. Compte tenu des progrés 
attendus sur ces deux fronts, la Banque 
prévoit une croissance de 21/4 a31/4 % 
au Canada I’année prochaine (alors que le 
taux lequel s’entendent 
prévisionnistes du secteur privé est de 
21/4 %). Les projections qui s’approchent 
de la limite supérieure de cette fourchette 
supposent une réaction plus vive des 
exportations nettes aux niveaux présents 
de la compétitivité que celle sur laquelle 
s’appuient les prévisions du secteur privé. 

L’inflation mesurée par I’indice de ré- 
férence devrait augmenter légérement d'ici 
la fin de 1999 tout en demeurant sous 2 %, 
le point médian de la fourchette cible. L’at- 
ténuation de certaines des pressions résul- 
tant de l’intensification de la concurrence 
dans le commerce de détail et la déprécia- 
tion récente du dollar canadien par rapport 
a la devise américaine sont des facteurs qui 
devraient contribuer a pousser les prix a la 
hausse. Toutefois, l’existence de capacités 
de production excédentaires et de ressources 
inutilisées sur le marché du travail, les 
faibles hausses des cotits unitaires de main- 
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d’ceuvre et le fléchissement des prix des 
produits importés du Japon et d’autres 
pays asiatiques devraient avoir une in- 
fluence modeératrice. Par conséquent, on 
s’attend a ce que l’inflation mesurée par 
l’indice de référence s’accélére un peu jusqu’a 
la fin de 1998 et qu’elle demeure relative- 
ment stable en 1999. 


Conclusions 


Au cours des six derniers mois, les pro- 
jections économiques pour le Canada ont 
été révisées a la baisse en raison des retom- 
bées négatives des événements survenus 
sur la scene internationale. 

Tablant sur la progression soutenue de 
la demande intérieure attendue aux Etats- 
Unis et sur la présence de conditions moné- 
taires expansionnistes au pays, la Banque 
prévoit que l’expansion économique se 
poursuivra au Canada au cours de la pro- 
chaine année. Mais la stabilité financiére 
joue un réle crucial dans le maintien de la 
confiance des ménages et des entreprises. 
Par conséquent, la rapidité avec laquelle les 
marchés financiers au pays et a l’étranger se 
stabiliseront déterminera le rythme auquel 
les capacités inutilisées dans l’économie 
seront absorbées. 

A court terme, la Banque devra donc 
tout particuliérement s’attacher a préserver 
la confiance des investisseurs a l’endroit 
des marchés financiers canadiens. 

A moyen terme, I’objectif fondamental 
de la politique monétaire demeure le main- 
tien de la tendance de I’inflation a |’inté- 
rieur de la fourchette de 1 a3 % visée par la 
Banque. Comme I’explique le Rapport, nous 
prévoyons que l’inflation restera dans la 
moitié inférieure de la fourchette cible d’ici 
la fin de 1999. 
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